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EFFECTS OF A SHIFTED CORPORATE INCOME 
TAX ON REAL INVESTMENT’ 


JOHN LINTNER * 


N my literature regarding the effects 
of corporate income taxes on the 
volume of real investment has been 
based on the assumption that the burden 
of the tax in the short run rests on the 
corporation and its shareholders—in 
other words, that it is not shifted.” 
With varying degrees of refinement and 
emphasis, it has been shown that under 
these conditions the tax will sub- 
stantially restrict the volume of real in- 
vestment because it reduces available 


* The author is Associate Professor of Business 
Administration at the Graduate School of Business 
Administration, Harvard University. 


1 This paper is a substantially expanded version of 
the first section of the original drafts of the author's 
paper on “ Effect of Corporate Taxation on Real In- 
vestment ” (American Economic Review, May 1954, 
pp. 520-534), prepared after limitations of space 
made it necessary to confine the printed text of that 
paper to the effects of unshifted taxes. 
taken this opportunity to spell out a little more ex- 
plicitly the policy context to which the analysis in 
both papers is addressed. Like the other, this paper 
is one in the series of studies the author has under 
way under a grant from the Rockefeller Foundation 
for work in the general area of profits and the func- 
tioning of the economy. 


I have also 


2 Parenthetically we should also note that the 
longer run adjustments of output, price and wages 
—i.e., the long-run shifting—attributed to the tax 
similarly depend on the validity of the initial judg- 
ment that short-run shifting is negligible, since these 
longer run consequences are derived from the reduced 
stock of capital which is expected to follow from the 
restricted volume of current new investment. 


supplies of investment funds and im- 
pairs investment incentives. Since, 
however, the entire analysis has hinged 
on this rigid assumption regarding short- 
run shifting, the implication has been 
that if—and to the extent that—cor- 
porations effectively rid themselves of 
the burden of the tax through short- 
run adjustments in prices and wages, 
investment will continue unimpaired at 
the levels it would have had in the 
absence of the tax (or the tax increase). 

Failure to consider the investment 
effects of the tax, under an assumption 
that its short-run burdens are shifted, 
would not be serious if there were con- 
vincing grounds for real assurance that 
the extent of the short-run shifting of 
this tax is actually insignificant. Un- 
fortunately our present state of knowl- 
edge fails to give this assurance. In 
recent years, studies have shown that 
conditions of imperfect knowledge, and 
oligopolistic interdependence and latent 
market power provide at least many 
possibilities for substantial amounts of 
short-run shifting, and it has been 
argued that the price-making policies 
and procedures of many corporations 
help to promote this result. At the 
same time, other studies have brought 
out various obstacles to shifting under 
such conditions which, though they 
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would have been absent or irrelevant in 
the traditional framework, will tend to 
limit the amount of short-run shifting 
in such mixed and imperfect markets.’ 
As a result of these more recent investi- 
gations, we at least know that the 
factors which determine the extent of 
short-run shifting are far more com- 
plex than have traditionally been con- 
sidered and that the possibilities and 
probabilities of such shifting vary un- 
der different sets of conditions over a 
wide range. But these investigations 
have not yet proceeded far enough to 
establish how much of the tax has been 
(or will be) shifted, either in general 
or at given phases of the cycle, or under 
the actual conditions prevailing in each 
of our more important unregulated in- 
dustries. 

Pending the results of the extensive 
theoretical and empirical work still 
needed to reach firmer conclusions, the 
professional judgments of even the 
most reputable authorities regarding the 
probable amount of short-run shifting 
vary greatly.* Moreover, the individual 
judgments in most cases are unsupported 
by empirical evidence and are admit- 
tedly highly uncertain.® It is also 
significant that some of those who ac- 
cept the traditional position in dis- 


3 See, for instance, John Due, Government Finance 
(Richard D. Irwin, Inc., Homewood, Illinois, 1954), 
pp. 232 ff., and the references cited there. 


4 Compare, for instance, the j>dgments of Goode 
and Musgrave regarding the probable extent of short- 
run shifting quoted in the next two footnotes. Re- 
garding the uncertainty of the best practical judg- 
ment of individual, highly reputable authorities, see, 
for instance, Musgrave, “ Rejoinder to Dr. Tucker,” 
National Tax Journal, March 1952, page 24, where 
the following comment is made: “ Dr. Tucker gener- 
ally agrees with our shifting assumptions for the 
standard case. This is perhaps unfortunate. The 
shifting assumption with regard to the corporation 
tax is the point which, above all others, is in need 
of verification and debate.” 
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cussing the problem of incidence in 
theoretical work nevertheless argue, as 
a matter of their best practical judg- 
ment, that a very substantial part of the 
corporate income tax is in fact reflected 
in prices and, to some extent, in wage 
rates.° All that is clear at this time is 
that there is a sufficient possibility of 
significant amounts of actual short-run 
shifting-in at least some important in- 
dustries and some phases of the business 
cycle—to justify a careful consideration 
of the effects which the actual shifting 
of a corporate tax would have on the 
volume of investment. This is the 


purpose of the present article. 


5 For instance, the most outstanding study of 
corporate income tax to date is Richard Goode’s 
The Corporation Income Tax (New York, John 
Wiley & Sons, Inc., 1951). Goode concludes the 
chapter on incidence (Chapter IV) with the follow- 
ing statement: “ For both analytical and policy pur- 
poses, the most important conclusion is that the 
initial or short-run incidence is largely on corporate 
profits.” The adverb “largely” is not quantified, 
and would presumably be consistent with any judg- 
ment ranging from negligible shifting to one in which 
as much as one-third to one-half of the tax is shifted. 
Goode’s own position on the matter probably tends 
toward the lower limit, since the preceding text 
tended to play down, if not minimize, the prac- 
tical significance of the various possibilities for shift- 
ing that were considered, but this was done as a 
matter of judgment without substantiating empirical 
evidence. 


6 Perhaps the most dramatic illustration from 
highly eminent professional quarters is provided by 
Professor R. A. Musgrave who concludes an extended 
theoretical discussion of shifting with the statement 
that “by and large, it may be concluded that the 
academic view [i.e., that the tax is not shifted] re- 
mains essentially correct.” But in the same study (and 
even on the same page), having to make “a choice 
of what seemed the most likely set of assumptions 
regarding the actual burdens of the tax” Musgrave 
proceeds to assume that “one-third of the tax is 
shifted forward to consumers and one-eighth of the 
tax is shifted backward to wage earners, the re- 
mainder falling on profits. This is considered the 
standard case.” The unshifted remainder is less than 
half of the entire tax. See R. A. Musgrave, 
J. J. Carroll, L. D, Cook, and L. Frane, Distribution 
of Tax Payments by Income Groups: A Case Study 
for 1948, National Tax Journal, March, 1951, 
Volume IV, No. 1, p. 16. 
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The analysis will show that, contrary 
to the implications of previous studies, 
a high corporate tax may have quite 
significant restrictive effects on the 
volume of real investment expenditures 
even in situations where the tax is 
clearly shifted. It will also show that 
there are important qualitative distinc- 
tions between the kinds of investment 
which are restricted by a shifted cor- 
porate tax and those cut off by an un- 
shifted corporate tax. Significant con- 
trasts between the effects of a shifted 
and an unshifted tax on investment in- 
centives will be developed, and similar 
contrasts in the effects on the availa- 
bility of capital to finance investment 
outlays will be considered more briefly. 
Comparisons also will be made between 
shifted corporate income taxes and sales 
taxes providing equal amounts of 
revenue from each firm’s operations. 


Specific conclusions are summarized at 
the end of the article. 


Assum ptions 


Before proceeding further, it is neces- 
sary to specify the assumptions and 
definitions which will be used in this 
paper. It should be emphasized that 
our purpose is to isolate the effects of 
the corporate tax as such on the volume 
of investment if and to the extent that 
this tax is shifted. 

Because of this specific purpose, it will 
be necessary to embody sharper distinc- 
tions in our set of definitions and as- 
sumptions than have commonly been 
used in similar discussions of tax prob- 
lems in recent years. Many authors 
writing on the incidence and effects of 
taxes have pointed to the unquestioned 
historical fact that tax rates have been 
substantially increased only when gov- 
ernment expenditures were increasing 
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rapidly, and that reductions in taxes 
have occurred only when expenditures 
and revenue requirements were falling 
off. After arguing that the full effects 
of levying any tax are not fully ac- 
counted for until the effects of the gov- 
ernment’s use of the tax proceeds are 
considered, they have gone on to draw 
conclusions which cover the combined 
effects of collecting the tax and spend- 
ing the proceeds. This procedure i 
entirely justified when the analytical or 
policy issue is precisely what such com- 
bined tax-and-expenditure effects will 
be under stated conditions. But 
frequently when this approach is used, 
the combined tax-and-expenditure ef- 
fects are described as if they were the 
effects of the tax itself, and this is 
clearly a serious error. Among other 
defects, such unjustified elision means 
that the combined tax-and-expenditure 
results described as “ the effects of the 
tax” will depend upon just what com- 
bination of specific expenditures is 
financed by the relevant tax revenues.’ 

The question of what the effects of 
an increase in a particular tax may be 
typically arises in one of two policy con- 
texts. Historically most important is 
the situation where there is a given set 
of incremental government outlays 
which “must” be made for public 
policy reasons, and the issue is simply 
one of choosing the optimal combina- 
tion of increases in different taxes to 


7 The combined effects of the tax-and-expenditure 
will vary, for instance, with changes in the “ product 
mix” of goods and services acquired with a given 
amount of tax proceeds, with the proportion used 
for increased transfer payments rather than “ ex- 
outlays on goods and services, with the 
distribution of a given amount of transfer outlay 
by income and other classes of spending units, with 
the fraction of the tax proceeds devoted to retire- 
ment of outstanding debt held by different classes 
of investors, and so on. 


haustive 
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provide a specified amount of funds.” 
The other situation, perhaps more typi- 
cal of an effort to follow a rational fiscal 
policy in peacetime, is one where a given 
set of incremental government outlays 
is to be undertaken provided the re- 
strictive effects of the added taxes neces- 
sary for financing are not excessive. 
From an analytical point of view both 
situations are similar. In all such situ- 
ations there is one analytically distinct 
set of issues concerning the effects of 
specified (or given alternative) uses of 
a stated amount of funds, and another 
analytically distinct set of issues in- 
volving the effects of levying a certain 
tax or increasing its rates by some stated 
amount. Clarity, relevance, and con- 
venience of analysis require that these 
distinct issues be kept separate. 

The analysis of the basic issue in both 
policy contexts can best proceed by 
taking the new (higher) level of gov- 
ernment outlays as a given factor, and 
analyzing separately what effects a de- 
cision to secure a given amount of 
financing from specified increases in 
each alternative tax separately will have 
on prices, output, employment, and so 
on. After the different analyses of the 
effects associated with the choice of each 
alternative source of revenue have been 
determined, a decision can be reached as 
to the appropriate set of tax measures 
to be used to finance a given outlay by 
comparing the results of these separate 
studies. The results of such comparisons 
of the effects of each different tax or set 
of taxes analyzed in this framework 
determine the optimal financing plan in 
one case, and in the other, provide the 
economic findings needed to determine 
whether the restrictive effects of the 


®In this acticle we can properly ignore the alter- 
native of debt financing, but the framework of 
analysis being outlined could be easily broadened to 
take specific account of this additional alternative. 
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optimal set of tax increases outweigh the 
prospective benefits of the contemplated 
expenditures so that the decision (on 
economic grounds) would be to forego 
both the increased outlay and the as- 
sociated tax increase. 

The present article is being written in 
this policy context. It is, of course, 
confined simply to the effects of cor- 
porate income taxes. Final conclusions 
on whether to use a corporate income 
tax instead of other taxes in given situ- 
ations will depend upon comparing the 
effects of a corporate income tax with 
the results of other studies of the effects 
of alternative tax sources analyzed in 
the same framework. 

In order to isolate the effects of the 
corporate income tax, as such, upon the 
volume of investment, it will be as- 
sumed throughout this paper that: 


1. Government expenditures are fixed 
in an amount independent of corporate 
tax rates and that money supplies are 
given. More specifically, it will be as- 
sumed that all demand and supply sched- 
ules in the economy are fixed, except in 
so far as derived demands and supply 
prices of inputs are altered by the effects 
of the specified change in corporate in- 
come tax rates at other levels of the chain 
of production and distribution. In the 
usual situation when an increase in cor- 
porate income tax rates is being contem- 
plated to finance a specified increase in 
public expenditures, the shifts in demand 
and supply curves arising from the in- 
crease in government outlays are fully al- 
lowed for in specifying their position; and 
these curves are held fixed throughout the 
analysis in this paper.® 


9 As an illustration consider a firm which in the 
absence of both the increase in government ex- 
penditures and the increase in corporate income tax 
rates faced the cost and demand situation repre- 
sented by the curves A’C’ and D’D’. If the increase 
in government outlays contemplated would have in- 
creased the demand for this firm’s product to DD 

(continued next page) 
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2. An increase in the corporate income 
tax is considered to be fully shifted if, 
and only if, the dollar amount of net cor- 
porate earnings remaining after taxes fol- 
lowing an increase in corporate tax rates 
is as great as the dollar amount of earn- 
ings after taxes would have been if the 
corporate income tax had not been in- 
creased. It should be noted that this 
statement is simply a definition; i.e., taxes 
are not fully shifted unless this condition 
is satisfied. In this paper no position is 
taken, and no analysis presented, on the 
distinct question of whether, and the ex- 
tent to which, corporate taxes are in fact 
shifted.’ We simply assume for analyti- 
cal purposes that there are at least some 
corporations in a position to shift fully 
an increase in corporate income taxes un- 
der this definition, and that in such a 
situation management’s decision would be 
to shift the tax. Our analysis is confined 
to the effects on the volume of real in- 
vestment of increases in corporate tax 
rates where the companies affected both 
can and do shift the burden of the tax, 
however numerous or important such sit- 
uations may prove to be. It may also be 
noted that while our analysis is confined 
solely to companies which do fully shift 
the tax, the qualitative conclusions drawn 
will be applicable, in lesser degree, to 
other situations where less than full shift- 
ing occurs. 

3. The net effect on the volume of real 
investment of the increase in the corpo- 
rate tax represents the difference between 
(a) what the volume of investment 
would have been under the given set of 
conditions in the absence of the increase 
in the tax and (b) the volume that will 


and increased its costs to AC, these latter are the 
positions of the curves which are assumed to be 
given and held fixed in our analysis of the effects of 
increasing corporate tax rates. 


10 The author is using the mathematical analysis 
presented in this paper and other material in a sepa- 
rate study of the probable extent of shifting in dif- 
ferent types of firms and under different conditions 
which will be published elsewhere. 
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be realized ceteris paribus if corporate 
taxes are increased by the stated amount. 


LIQUIDITY AND AVAILABILITY 
OF CAPITAL 


What, then, would be the effects of 
an increase in corporate tax rates on the 
volume of investment of firms which 
can and do pass on the entire burden of 
the tax increase, either through higher 
prices or reduced wages? In this section 
we consider the effects of the tax on the 
availability of funds and liquidity posi- 
tion of those firms in the economy 
which by assumption are in a position to 
shift the burden of the tax increase and 
whose managements decide to do so. 
The related but distinct question of the 
effect of the tax on the investment in- 
centives of such firms is examined in 
the following section. 

The profits after taxes of firms fully 
shifting the burden of tax increases 


through price and wage adjustments 
will not be reduced, and the amount of 
funds available from operations will be 
as large as they would otherwise have 


been. Similarly, their net working 
capital will be unimpaired, and their 
liquidity position will not be weakened 
even if the increase in tax liabilities is 
fully funded as it accrues. The liquidity 
and fund-flow position of such firms 
will actually be improved to the extent 
that the increase in tax liabilities is not 
fully and promptly funded. Moreover, 
since the process of shifting the tax re- 
duces the real volume of output, as will 
be shown later, working capital require- 
ments are reduced and liquidity posi- 
tions are thereby eased. 

We therefore conclude that, to the 
extent new outlays on plant and equip- 
ment are a function of the availability 
of internal funds and the ease of 
liquidity positions, an increase in cor- 
porate income taxes will have no de- 
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pressing effects on these investments of 
firms which fully shift the tax. An in- 
crease in a fully shifted income tax may 
actually provide some positive stimulus 
to such investments. 

The effects of a fully shifted increase 
in corporate tax rates on the availability 
of outside capital are similar. Since 
profits after taxes are unimpaired, earn- 
ings per share on existing stock would 
be no lower, and there is no reason to 
expect dividends to be reduced since all 
the funds needed to pay the added cor- 
porate income tax are supplied by others 
and liquidity positions at the worst 
would not be weakened. Indeed, the 
probable strengthening of the liquidity 
positions of many firms in this class 
may well lead to some increases in their 
dividend distributions; this would tend 
to increase the price-earnings ratios of 
their outstanding common stock and, in 


turn, improve the terms on which new 


equity could be obtained."' Moreover, 
as Shelton and Miller point out else- 
where in this issue,” the process of fully 
shifting an increased corporate tax will 
improve a company’s coverage of the 


11 There is another consideration pointing in the 
same direction which may be noted at this point, 
even though it does not strictly fall within the 
framework of the analysis in this section. If the 
general judgment is correct that most companies most 
of the time are unable to shift much of their income 
tax burden through short-run price and wage ad- 
justments—which is something, to repeat, on which 
this paper takes no position—then the reductions in 
demands for equity capital attributable to the ef- 
fects of the tax on companies unable to shift their 
burdens will probably lead, through a complex set 
of adjustments extending throughout the capital mar- 
kets, to some increase in price-earnings ratios for 
common stock in the market as a whole. This gen- 
eral market adjustment dominated by reactions to 
companies generally unable to shift the tax would 
further increase the price earnings ratios of the 
stocks of companies able to shift the tax. 


12 John Shelton and Merton Miller, “ Effects of a 
Shifted Corporate Income Tax on Capital Struc- 
ture,” pages 252 to 259. 
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fixed charges on new debt capital, there- 
by reducing both lenders’ and _bor- 
rowers’ risks, with the result that in- 
creased corporate taxes are likely to 
stimulate bond financing by companies 
in the fortunate position of being able 
to fully shift the tax increase. Again, 
this effect may tend to increase the 
volume of new investment. 


INVESTMENT INCENTIVES 


The fact that companies which can 
fully shift an increase in corporate tax 
rates would thereby maintain or im- 
prove their liquidity positions and access 
to funds suggests that their investment 
outlays might be increased—provided 
that investment incentives were also un- 
impaired or improved. On the other 
hand, an actual reduction in real in- 
vestment outlays (from the levels they 
otherwise would have had) is likely, 
despite improved liquidity and access to 
funds, if even a fully shifted corporate 
tax would seriously impair investment 
incentives. In this section, conse- 
quently, we consider the effects of an 
increase in corporate income taxes upon 
the investment incentives of those firms 
which are in a market position where 
they both can and do fully shift the 
added burden of the tax. Although 
initially we shall be concerned with the 
effects of the tax on investment outlays 
primarily associated with the level and 
changes in the level of output of the 
firms in question, consideration will be 
given later to the effects of the corporate 
tax upon the volume of investment as- 
sociated with other investment incen- 
tives. In the following section the re- 
strictive effects of a shifted corporate 
tax will be contrasted with those of a 
sales tax providing an equal amount of 
revenue from each firm’s operations. 

In order to clarify the points in- 
volved, we will consider first the usual 
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situation where a decision has already 
been made to increase specified types of 
government expenditures; this, of 
course, will shift the demand curves for 
many firms in the economy substantially 
to the right. This increase in demand 
over previously existing levels will re- 
sult in strong incentives to undertake 
new investments to bring capacity back 
into more normal relationship with sales 
volume. Our question is: Given the 
new position of demand curves for a 
company’s product and the pressure for 
new investment inherent in this new 
level of government expenditures, what 
is the effect on these investment incen- 
tives—for firms able to shift the tax 
completely—of a decision by the gov- 
ernment to increase corporate income 
tax rates substantially? 

It is clear that, in this situation, an 
increase in corporate income tax rates 
would significantly reduce the incen- 
tives otherwise present for induced in- 
vestments by firms fully shifting the 
tax, and that consequently it would 
reduce the amount of such investment 
these firms actually undertake below 
the levels that otherwise would have 
been forthcoming. ‘This is true even if 
the companies’ liquidity positions and 
availability of funds are both either 
fully maintained or improved. The 
reason is that there would have to be 
increases in prices (or reductions in 
wages and other income payments) to 
pass on the tax; and, in either event, 
unit sales volume would be reduced be- 
low the levels they would have reached, 
ceteris paribus, in the absence of the 
tax. With lower volume, less plant 
capacity and working capital would be 
required, and consequently the volume 
of new investment would be lowered. 
The question is, how much? Since on 
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the whole it seems less likely that wages 
would be reduced than that prices 
would be increased, only the latter case 
will be developed. 

Now, when the tax is shifted through 
price increases, the reduction in invest- 
ment depends upon the reduction in 
unit volume which is a function of the 
elasticity of demand and the amount of 
the price increase required to shift the 
tax. The extent of the necessary price 
increase, in turn, depends on the rate of 
profit being earned before the tax in- 
crease, the cost structure, and the ex- 
tent of the tax increase. As shown in 
the following appendix, the minimum 
reduction in unit sales consistent with 
fully shifting an increase in corporate 
income tax rates is a rapidly increasing 
function of the elasticity of demand 
for the products of the firm bearing the 
tax. The reductions in volume associ- 
ated with shifting are also substantially 


greater the larger the rate of profits 

(before tax) being earned on sales be- 

fore the higher corporate income tax is 
8 P 


imposed. Correspondingly, but in- 
dependently, the reductions in volume 
involved in shifting the increased in- 
come tax are consistently greater for 
firms having larger percentage margins 
between existing prices and marginal 
costs. 

As an illustration of the orders of 
magnitude involved, Table 1 indicates 
the percentage reductions in unit sales 
consequent to the full shifting of an 
increase in corporate income taxes from 
40 per cent to 60 per cent for firms 
earning different rates of profit before 
tax on sales (r), facing different 
elasticities of demand for their products 
(n) and having different percentage 
margins (a) between’ existing prices 
and the marginal costs which would be 
incurred at the new higher volume in 
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the absence of the tax increase. In 
preparing the table the assumption was 
made that marginal costs are constant 
within the relevant range at the in- 
dicated level. The reductions in unit 
volume involved in full shifting of the 
added tax by firms whose marginal costs 


TABLE 1 


MINIMUM Repvuctions or Unit Votume Con- 
SISTENT WITH Fut SHIFTING OF AN INCREASE 
1n Corporate Tax From 40% To 60%, 

By Marcin asove Varias_e Costs, 
Prorit Rate on SALes, AND 
Exvasticity or DEMAND 


Margin Profit Elasticity of Demand 
above Rate (n) 
Variable on 
Costs Sales 
(a) (r) 0.5 1.0 15 


10% 5% 133% 285% 
8 2.16 4.64 
5 1.37 3.1 
15 10 2.79 6.35 
12 3.37 7.72 
5 1.40 33 
20 10 2.85 6.85 
15 438 10.85 
5 1.45 3.50 
25 10 2.96 7A 
15 4.52 11.9 
5 1.50 3.75 
30 10 3.05 8.05 
15 4.67 26.2 ener 
5 1.59 45 15.0 
40 10 3.26 10.00 eee 
15 5.00 17.75 ae 


467% 
7.77 
5.19 


11.34 
14.17 
5.85 


13.21 
25.00 
6.72 


16.20 
eee * 
7.98 

19.59 

* 


* Full shifting not possible. 


are a rising fuction of output in the 
relevant range would be greater than 
those indicated. To a good approxi- 
mation, the table will indicate the cor- 
rect reduction in unit output if read 
in terms of an a equal to the average of 
its value at the output prior to the in- 
crease in public outlays and its value 
at the volume which the firm would 
have had as a result of these outlays but 
in the absence of the tax increase.’* 


13 For instance, consider a firm whose existing 
prices provide a margin of 25 per cent of sales over 
marginal costs prior to the increase in demand, but 
whose marginal costs rise so that the margin (with 
prices unchanged) would be only 15 per cent at 
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To illustrate the reading of the table, 
let us consider companies earning 10 
per cent on sales before taxes, whose 
direct costs are constant within the 
relevant range of output and amount 
to 75 per cent of prices being charged 
in the absence of the tax increase. 
(The two ratios approximate the 
average for manufacturing in recent 
years.) If an existing 40 per cent 
profits tax is increased to 60 per cent, 
such companies—like all others in the 
economy which were to shift the tax— 
would have to increase taxable profits 
by half the base level to maintain their 
net after taxes. With an elasticity of 
demand for its products of unity,” 
such a company would have to increase 
prices by 7.4 per cent—and suffer the 
same relative reduction in unit volume 
—in order to shift the tax through sales. 
If demands were as inelastic as 0.5, the 
required reduction in volume would be 
a little less than 3 per cent for com- 
panies with this cost structure and 
existing profit rates, but the required 
reduction in volume would be more 
than 16 per cent if the demands had 
an elasticity of 1.5. The reduction in 
volume involved in shifting the tax 
would be virtually 12 per cent even if 
demands had no more than _ unit 
elasticity for firms with this cost 


the higher level of output. If the rate of profit 
(before tax) on sales would be 10 per cent after 
the demand increase, and demand had an elasticity 
of 1.5, the reduction in unit volume involved in 
shifting the tax increase would be approximately 
13.2 per cent shown in the table for a = 20 per cent. 


Actually it would probably be somewhat larger 
since rising marginal costs are usually concave up- 
ward. 


141¢ should be noted that throughout this article 
we define the elasticity coefficient as the ratio of 
the percentage change in quantity to the percentage 
change in price, with sign reversed, regardless of the 
size of the changes in question. While this definition 
does not satisfy the usual theorem that sales 
revenues are constant at all prices with unit point 
elasticity, it is more convenient for this problem. 
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structure which were already earning 
15 per cent before taxes on sales. 


The significance of such reductions in 
unit volume for investment incentives 
associated with the acceleration prin- 
ciple should be emphasized. If, for in- 
stance, the contemplated government 
expenditure program whose financing is 
in question would involve a 10 per cent 
increase in the sales of a given firm at 
existing price levels, a 7.4 per cent re- 
duction in unit volume from the new 
higher level resulting from its effort to 
shift the tax would mean that the firm’s 
unit sales, after the tax increase and its 
successful shifting, would be only 1.86 
per cent greater than its sales volume 
would have been had expenditures not 
been increased and the shifted tax not 
been levied.!® In other words, the in- 
crease in sales volume of this firm would 
be less than 20 per cent of the increase 
it would have had under the given gov- 
ernment spending program, had an in- 
crease in corporate income taxes of from 
40 to 60 per cent not been imposed to 
finance the outlays. In the case of a 
company which would enjoy only a § 
per cent increase in its previous sales 
volume as a result of the government 
expenditures in the absence of the cor- 
porate tax, the reductions in unit 
volume involved in shifting the added 
tax would actually wipe out all the 
prospective increase in volume and leave 
the company with lower unit sales than 
had previously existed. Instead of hav- 
ing the positive accelerator effects of a 
§ per cent increase in sales, unit volume 
would be reduced by 2.77 per cent." 


15 The primary increase in demand would have 
increased unit volume from 100 per cent to 110 
per cent, and 1.10-—~.074 (1.10) 1.0186. 


16 The primary increase in demand would have 
increased unit volume from 100 per cent to 105 
per cent, and 1.05 —.074 (1.05) == .9723. 
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These restrictive effects on invest- 
ment incentives associated with the ac- 
celeration principle, of course, become 
still greater when we turn to the effect 
of the tax increase upon lower levels in 
the chain of production and distribu- 
tion. Consider the case of a company 
that is a primary supplier for the cor- 
poration whose demand was increased 
10 per cent by the incremental govern- 
ment outlays and whose cost structure, 
profit rates, and elasticity of demand 
are such that a 16.2 per cent reduction 
in its unit sales results from its effort to 
shift the burden of the added corporate 
income tax. In the absence of the in- 
creased tax, its volume would increase 
by 10 per cent, and its sustained level of 
purchases of materials for inventory 
would probably be increased between 5 
per cent and 10 per cent.'’ To the ex- 
tent that short-run accelerator effects 
were operative, the increases in its pur- 
chases of plant and equipment and the 
short-run increases in its inventory pur- 
chases would be considerably greater. 
Supplying firms would enjoy cor- 
responding proportional increases in the 
demands for their outputs, in the ab- 
sence of the imposition of a corporate 
tax that the buying firm was going to 
shift. But if an increase in corporate 
tax is imposed and the purchasing firm 
succeeds in shifting this tax, there will 
be no increases in its demands for plant 
and equipment and inventory materials 
from supplying firms and there would 
perhaps be some actual declines. If, 
for instance, this decline in derived unit 
demand were as much as 8 per cent, a 


17 An increase of 10 per cent would maintain 
inventory-sales ratios and an increase of about 
5 per cent would be in keeping with the so-called 
“square root” rule for economic purchase quanti- 
ties (see Thomson M. Whitin, Theory of Inventory 
Management (Princeton University Press, Princeton, 
New Jersey, 1953), esp. Chaps. III and VI.) 
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supplying firm with unit elasticity of 
demand and cost and profit rates typical 
of manufacturing would be able to 
shift the added corporate tax only if it 
increased prices by over 14 per cent and 
suffered a total reduction in unit volume 
of sales of over 21 per cent.’® 

Finally, we should note that the in- 
crease in price and the reductions in 
unit volume required to shift an increase 
in corporate income tax also become 
larger than those depicted in our stand- 
ard case for firms which are buying 
materials whose prices have been in- 
creased by the efforts of other firms to 
shift the tax. As a brief illustration, 
suppose the supplying firms had found 
it necessary to increase their prices by 5 
per cent to shift ¢heir tax burdens, and 
that the products of these supplying 
firms account for half the variable costs 
of a buying firm which has a unit 
elasticity of demand for its product, 
is earning 10 per cent on sales before tax 
at existing prices, and has variable costs 
equal to 75 per cent of its sales prices. 
In order to shift the full burden im- 
posed by the tax increase in this situa- 
tion, the buying firm would find it 
necessary to increase prices by more 
than 10.3 per cent and suffer a corre- 


18 The 8 per cent decline from previous levels is 
approximately what would occur if derived demand 
depends upon the level of primary demand, rather 
than its rate of change. [1.10 —.162 (1.10) = 
-9218]. A decline of 8 per cent in unit volume, 
when the percentage margin between prices and vari- 
able costs is .25 and when 10 per cent on sales is 
being earned before tax, would result in a reduction 
in profits before tax of 20 per cent. An 87.5 per 
cent increase in this level of profits would be required 
in order to bring the level of profits before tax up 
to 1.5 times the previously existing level as required. 
Substituting these values in the equations given in 
the appendix indicates a required increase in price of 
14.45 per cent and a corresponding percentage re- 
duction in the level of unit volume. Since, how- 


ever, unit volume was only 92.2 per cent of the level 
previously existing, the total reduction volume from 
the previously existing level works out to 21.34 
per cent. 
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sponding reduction in the unit volume 
it otherwise would have had.’ For 
comparison, it will be recalled that with 
supply prices unchanged by the effects 
of other firms’ efforts to shift the tax, a 
price increase and volume reduction of 
7.4 per cent would completely shift the 
burden of the tax on the buying firm. 

Although the preceding analysis has 
developed the restrictive effects of an 
increased corporate tax in situations 
where there were substantial increases in 
demand occasioned by the prior decision 
to increase government expenditures, 
the conclusions do not depend on the 
source of the increased demand. The 
same conclusions would follow if the 
corporate tax were increased in a time 
of increasing private rather than public 
demands~so long as the increases in de- 
mands were as large, the absolute levels 
of output as high, and the new levels of 
demands involved an equal degree of 
pressure of output on capacity. The 
necessary and sufficient conditions for 
these restrictive effects to be significant 
are simply those required for the effec- 
tive operation of the accelerator prin- 
ciple in the absence of the tax increase. 
Whenever these conditions are fulfilled, 
an increase in corporate tax rates will 
substantially restrict the volume of in- 
vestment of firms fully shifting the tax, 
so long as the aggregate total of invest- 
ment is not controlled by external bot- 
tlenecks such as the availability of 
materials and capacity in capital goods 
producing industries. Subject to this 


19 The figures given in the text represent an under- 
statement of the true values required in the situation 
inasmuch as no allowance was made for the impact 
of the reduced volume of purchases of the buying 
firm on the volume and required price increases of 
the supplying firm. Essentially an iterative adjust- 
ment would be involved whose end result would 
involve substantially greater increases in prices and 
reductions in volume for both the supplying and 
buying firms before equilibrium was reached. 
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external bottleneck condition, the re- 
strictive effects will be a more-than- 
proportionately increasing function of 
the extent of the increased demand in 
the absence of the tax and of the degree 
of resulting pressure of output on 
capacity. It should be added that some 
minimum degree of pressure on capacity 
is a necessary condition for the restric- 
tive effects to be important with respect 
to plant and equipment expenditures, 
though not for inventory investment. 
These restrictive effects will not be 
found, however, where the conditions 
required for the effective operation of 
the accelerator principle are not satisfied, 
and in intermediate cases will fall off 
sharply with smaller increases in de- 
mands and reduced pressure of output 
on capacity. 


So far the analysis has been confined 
to the effect of a shifted increase in cor- 


porate profits tax upon the volume of 
investments which depend upon either 
the level of output or the rate of change 


of output. There are, of course, sub- 
stantial volumes of investments which 
are otherwise determined, and it is neces- 
sary to give at least brief consideration 
to these. There is, first of all, a signifi- 
cant group of new investments which 
are made essentially because they en- 
hance the profitability of the firm even 
though they do not depend upon usual 
acceleration factors. Many cases of in- 
vestment incident to the introduction 
of new products, entry into new mar- 
kets, and so on, fall in this category. 
Even firms able to shift added tax bur- 
dens completely in established lines will 
frequently feel unable to shift the in- 
cremental burden of the tax on profits 
arising from new products or earned in 
new markets or have considerable un- 
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certainty concerning their ability to do 
so. We would consequently expect that 
the incentives for such investments 
would be impaired in so far as they 
turned primarily upon sheer prospective 
net profitability. 

Replacements of existing equipment 
with cost-reducing new facilities are 
another important group of investments 
which fall in the present category. A 
firm which was able to shift completely 
the added burden of increased corporate 
taxes on its existing volume would find 
the prospective profitability of replace- 
ment expenditures, as such, unaffected 
by the tax increase; and an increase in 
the tax would not reduce the volume of 
these outlays by such favorably situ- 
ated firms. But projects which are 
treated as replacement expenditures in 
the capital budget very frequently in- 
volve significant increases in capacity. 
Even though most firms that are able 
to shift the impact of added taxes on 
earnings from existing investments will 
probably be able to adjust prices and 
volumes so as to maintain incremental 
profits after taxes and rates of return on 
new investments too; the incentives for 
such replacement investments would be 
impaired for firms not so favorably situ- 
ated. These investment incentives 
would also be impaired for the probably 
considerable number of firms who 
would be uncertain whether they were 
in a position to shift the burden of the 
tax increase upon the incremental profit 
anticipated from the new investment 
outlays. 

We conclude that incentives for re- 
placement investments not involving 
increases in volume, and straight profit 
incentives generally—other than those 
associated with acceleration factors 
discussed earlier-—will not be signifi- 








240 


cantly impaired by increased corporate 
income taxes on firms which are able to 
shift them fully. An increased tax that 
can be fully shifted will, nevertheless, 
involve some reduction incentives for 
investment undertaken predominantly 
for reasons of prospective profit where 
there is doubt or uncertainty that the 
shifting could be accomplished. 

There are also substantial volumes of 
investment which are undertaken for 
broad strategic reasons not closely re- 
lated to considerations of profit maxi- 
mization. Such objectives as main- 
tenance of competitive position and 
market share, diversification and avoid- 
ance of risk, often become proximate 
decision-determining factors substan- 
tially divorced from short-run profit 
maximizing considerations. As shown 


elsewhere,”’ this is true even though in 
many cases such factors, to a consider- 
able extent, do represent proximate 


short-run objectives or criteria which 
are more or less closely associated with 
the long-run goal of large and secure 
profits. Incentives for these invest- 
ments are not likely to be affected sig- 
nificantly by the imposition of a fully 
shifted corporate income tax. 


SHIFTED CORPORATE INCOME TAX 
AND SALES TAX 


It is clear that the dominant restric- 
tions On investment incentives attribu- 
table to increased corporate taxes which 
are fully shifted lie in the reduction or 
elimination of the increases in outlays 
on induced investments—investments 
which otherwise would have been made 
as a result of increases in demand. Since 
these restrictions are the result of the 
reductions in unit volume involved in 
the price increases required to shift the 
added corporate tax, a question may 


20 Lintner, art. cit. See especially pages 523-527. 
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appropriately be raised whether the 
effects of a shifted corporate tax are 
not simply on a par with those involved 
in a sales tax.” We have consequently 
computed the price increases which 
would be involved in the full shifting 
of a given increase in corporate income 
taxes of firms with various costs struc- 
tures, profit rates and elasticities of de- 
mand, and the increase in gross price to 
the consumer which would result from 
a sales tax providing an equal amount 
of excise revenue to the government 
from each given firm’s operations. 

The results are shown in Table 2. It 
is apparent from these computations—- 
and general proofs are given in the ap- 
pendix—that in all situations where the 
elasticity of demand is greater than zero 
and where it would be possible for the 
firm to shift the given increase in cor- 
porate taxes through price increases, the 
increase in price required to shift an 
added corporate tax will always be 
greater than the price increase involved 
in a sales tax providing an equal amount 
of excise revenue from the firm’s opera- 
tions. Moreover, the differential in the 
required price increases is larger: (1) 
the greater the elasticity of demand; 
(2) the greater the percentage margin 
between marginal costs and prices 
charged before the tax increase; (3) the 
greater the percentage increase in pre- 
tax profits required to shift the added 
corporate tax; and (4) the greater the 
rate of pre-tax profits being earned be- 
fore the tax increase. For instance, 
where demands have unit elasticity, a 
20 per cent margin exists between exist- 
ing prices and marginal costs, and 10 


2LA general belief that the two taxes are on a 
par when the corporate tax is shifted may well be 
a major factor explaining why explicit attention has 
not been given previously to the effects of a shifted 
corporate tax on the volume of investment. 
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TABLE 2 


MINIMUM Price INcrEAsES INVOLVED IN Suirtep Corporate INcomMe Taxes AND Sates Taxes 
Provipina Equa, RevENUE To THE GOVERNMENT 


Margin above 
Variable 
Costs 
(a) 


Profit Rate 
on Sales 05 


(r) ie 
Corporate 


Income 
Tax 


2.66% 
431 
2.74 
15 5.58 
6.72 
2.80 
20 5.70 
8.76 
2.90 
25 5.92 
9.04 
3.00 
30 6.10 
9.34 


4.07 


2.53 
5.13 
6.19 


2.53 
5.13 
7381 
2.53 
5.13 
781 
2.53 
5.13 
781 


* Full shifting not possible. 

per cent is being earned before tax on 
sales, the price increase involved in 
shifting a change in corporate income 
tax rates from 40 per cent to 60 per 
cent would be 6.85 per cent; on the 
other hand, the revenue from a sales tax 
of only 5.25 per cent would be just as 
large. If the elasticity were 1.5 in this 
case, shifting the corporate tax would 
involve a price increase of 8.81 per cent, 
but a sales tax of only 5.43 per cent 
would provide an equal amount of reve- 
nue. With elasticity 1.5 and 15 per 
cent being earned on sales before taxes, 
the respective price increases become 
16.67 per cent and 8.61 per cent. 

In these illustrations, as in Table 2 
and the supporting material in the ap- 
pendix, the sales tax is expressed as a 
percentage of the price existing before 
the tax levy. In effect, this statement 
assumes that a firm having sufficient 
market power to be able to shift the 
assumed increment in corporate tax 
would use that market position to main- 


Sales Tax 


2.53% 


Elasticity of Demand 
(n) 


1.0 15 
Corporate Corporate 


Income’ SalesTax Income 
Tax Tax 


Sales Tax 


2.60% 
4.27 
2.60 
5.43 
6.67 
2.60 
5.43 
8.61 
2.60 
5.43 


3.11% 
5.18 
3.46 
7.56 
9.48 
3.90 
8.81 
16.67 
4.48 
10.80 


2.85% 2.59% 
4.68 4.18 
3.1 2.59 
6.35 5.25 
7.77 641 
33 2.59 
6.85 5.25 
10.85 8.16 
3.50 2.59 
74 5.25 
11.9 
3.75 
8.05 
26.2 


8.16 ° “a 
2.60 
5.43 


5.32 
13.06 
“ee * 


2.59 
5.25 


8.16 ag 


tain its price (net of sales tax) if a sales 
tax were imposed. This assumption 
seems more reasonable in terms of actual 
business behavior than any policy of 
absorbing part of the sales tax, and 
would surely be more profitable to the 
firm.”” 

At this point we must recall that the 
minimum reductions in volume—and 
consequently the impairment of invest- 
ment incentives—are monotonically in- 
creasing functions of the respective 
minimum price increases involved in the 
two taxes. We can consequently con- 
clude that wherever full shifting of an 
added corporate tax is possible,”* invest- 
ment incentives will always be more 
seriously impaired by the imposition of 

22 Ic should be noted, however, that the conclusion 
stated in the text would be strengthened by any 


failure of prices net to the firm to be fully main- 
tained in the face of a sales tax. 


23 The text statement excludes the limiting case 
when demand elasticity is precisely zero as being of 
no practical consequence. (In this limiting case, the 
effects would be equal). 








242 


heavier corporate income taxes than by 
a set of partial sales taxes providing ex- 
cise revenues to the government from 
each firm’s operations equal to the reve- 
nue which would have been provided 
by the given increase in corporate in- 
come tax rates. Moreover, the differ- 
ential effects on investment incentives 
will be increasingly great the larger the 
rate of profits already being earned, the 
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though the sales tax at the rates we have 
computed provides as much revenue to 
the government as the alternative in- 
crease in corporate income taxes, the 
total revenue to the government is less 
because of the reduced yield of the un- 
changed income tax which results from 
the reduced volume consequent to the 
imposition of the sales tax on the firm’s 
products. We have consequently made 


TABLE 3 


MINIMUM Price INcrEASES INVOLVED IN SuHirrep Corporate INCOME TAXES AND SALES TAXES 
Provinina Equat ReveNvuE TO THE GOVERNMENT 


Margin over 
Variable 
Costs 


(a) 


Profit Rate 
on Sales 
(r) 


05 


Corporate 
Income 
pa 
lax 


2.66% 
431 


2.74 
5.58 
6.72 


2.80 
5.70 
8.76 


2.90 
10 5.92 
15 9.04 


5 3.00 
30 I( 6.10 
15 9.34 


4.17 


2.61 
5.30 
6.39 


2.64 
5.36 
8.16 


2.67 
5.43 
8.25 


2.69 
5.48 
8.35 


* Full shifting not possible. 


larger the contemplated increase in cor- 
porate tax, the higher the existing rate 
of corporate tax, the more elastic the 
demands in question, and the greater the 
percentage margins between prices and 
marginal costs. 

These findings, however, do not end 
the matter. The increases in prices and 
reductions in volume involved in the 
sales taxes, even though smaller than 
those involved in corresponding in- 
creases in corporate income taxes, never- 
theless reduce the tax base of the con- 
tinuing, unchanged income tax. Even 


Sales Tax 


2.587% 


Elasticity of Demand 
(n) 


1.0 15 


Corporate Corporate 
Income Sales Tax Income _ Sales Tax 
Tax Tax 


3.11% 
5.18 


3.46 
7.56 
9.48 


3.90 
8.81 
16.67 


4.48 
10.80 


2.85% 2.68% 
4.68 4.36 


3.1 2.74 
6.35 5.62 
7.77 6.89 


3.3 2.80 
6.85 5.85 
10.85 9.04 


3.50 2.86 
7A 5.95 
11.9 9.29 


3.75 2.94 
8.05 6.10 
26.2 9.56 


2.78% 
4.59 
2.88 
6.11 
7.53 


2.99 
6.38 
10.35 


3.11 
6.67 


* pe 
3.44 
7.26 


5.32 
13.06 


* * 


a second set of calculations showing the 
sales tax rates which would be required 
to provide an equal increase in the gov- 
ernment’s combined revenue from sales 
taxes and unchanged rates of corporate 
income tax as would have been pro- 
duced by the given increase in corporate 
income tax rates with no sales tax. The 
illustrative figures in Table 3 and the 
completely general analysis in the ap- 
pendix show that all the qualitative con- 
clusions of our simpler first case still 
hold without change. Although the 
margins of greater price increases and 
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impairments of investment incentives 
from the added corporate tax are some- 
what reduced, they still are significantly 
large. 


The results in Table 3 and Section III 
of the appendix make the total govern- 
ment revenues as large under the sales 
tax after allowing for reduced corporate 
tax yields as they would have been from 
the higher set of corporate tax rates. 
But while the government is “ made 
whole ” revenue-wise from the sales tax, 
it is apparent that the individual com- 
pany’s net profits after the unchanged 
rates of corporate income tax will be 
smaller because of the reduced profit on 
the reduced volume resulting from the 
imposition of the sales tax. It is not 
clear whether companies would actually 
increase their base prices sufficiently in 
the face of declining volumes caused by 
a sales tax to maintain their profits after 
income taxes on the reduced volume at 


the profit levels they would have had 


in the absence of the sales tax. The fact 
that the only companies we are con- 
cerned with are those in market posi- 
tions in which they both could and 
would fully shift an increase in cor- 
porate income taxes lends some support 
to the view that profits after taxes 
would also be maintained in the face of 
a sales tax. It must be recognized, how- 
ever, that a sales tax and an income tax 
do not enter into management’s pur- 
view in the same way, and the reactions 
and consequent decisions may be ex- 
pected to differ, perhaps significantly. 
A well publicized increase in corporate 
income tax rates, involving direct and 
sharp reductions in net after taxes, is 
hardly on a par with the decline in net 
following upon the reduced unit vol- 
ume produced by an excise tax, and the 
significance of a sales tax and of an 
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added corporate income tax are also sub- 
stantially different as triggering mecha- 
nisms for changes in firms’ own prices 
(quoted ex-sales tax). But extended 
discussions along these lines would carry 
us far afield. At this time, we need 
only note that if we assume that firms 
will in fact increase their own price 
(quoted ex-sales tax) in the face of the 
reduced unit volume consequent to a 
sales tax sufficiently to maintain their 
net profits with unchanged corporate 
tax rates at the levels they otherwise 
would have had, we then find that the 
gross price increase to buyers—and con- 
sequently reductions in unit volume and 
impairment of investment incentives— 
involved in sales taxes will be equal to 
those involved in the full shifting of 
added corporate income taxes. But if 
for any reason this particular assump- 
tion is unwarranted, the results of a 
sales tax and of a shifted increase in cor- 
porate income taxes will differ, often 
very substantially, and they will do so 
even though the revenue to the govern- 
ment from each firm’s operations is the 
same in both cases. 


NET EFFECTS OF SHIFTED CORPORATE 
INCOME TAX 


We will now bring together the results 
of our analysis of the effects of shifted 
corporate income taxes on liquidity and 
availability of capital and on invest- 
ment incentives, as developed above. 
Even though the net balance of these 
various effects of a fully shifted corpo- 
rate income tax upon the volume of 
investment cannot be determined with 
numerical precision in our present state 
of knowledge, the relative orders of 
magnitude and importance of the vari- 
ous effects seem reasonably clear. Since 
the net over-all effect on the volume of 
investment of companies fully shifting 
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the added tax burden depends heavily 
on the business situation of these com- 
panies when the added tax is imposed, 
it will be convenient to examine three 
different situations typical of different 
stages of the business cycle. 

Consider first the effects when the 
added tax is imposed at a time when 
demands for firms shifting the tax are 
at high levels and increasing and the 
new outputs exert considerable pressure 
on their productive capacity. We have 
seen that under these conditions the in- 
crease in prices and reductions in unit 
sales of companies successfully shifting 
this added tax burden would substan- 
tially reduce the volume of their invest- 
ments associated with levels and changes 
in levels of output. We have further 
seen that the efforts of these firms to 
shift the tax may frequently eliminate 
or reverse the increases in demands 
which other firms at lower levels in the 
production chain would have had in the 
absence of the tax. For these latter 
firms, the need for accelerator-related 
investments will be greatly impaired 
and frequently eliminated, quite aside 
from any effort on their part to shift 
the new burden of the incremental tax 
on their existing profits. Any such 
effort on their part would simply serve 
to compound the effect. Although sim- 
ple models of the acceleration principle 
have not been fully substantiated in 
empirical tests, it is well established that 
both the level and changes in the level 
of sales are major determinants of in- 
ventory investment.** Recent research 
has also shown that under conditions 
where demands are strong and liquidity 
is adequate, the level of output and the 
relation of output to capacity are the 
most important determinants of the 


24 See Moses Abramovitz, Inventories and Business 
Cycles, National Bureau of Economic Research, New 
York, 1950. 
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volume of fixed investment outlays, 
even in the short-run. Moreover, the 
relative volume of fixed investment over 
periods of from three to five years is 
more significantly influenced by the 
level of output and the relationship of 
output to capacity than by any other 
measurable factors.** These are pre- 
cisely the conditions which are likely to 
prevail at times when an increase in 
corporate income taxes is under con- 
sideration. We therefore conclude that, 
insofar as the volume of investment is 
not controlled by bottleneck factors 
such as shortages of materials, substan- 
tial importance must be attached to the 
strong negative effects of a fully shifted 
corporate income tax upon the volume 
of total capital investment associated 
with output and changes in the level of 


output. 
Moreover, under these conditions it 


is unlikely that the reductions in this 
category of investment will be offset by 
any net increases in investments de- 
pending upon other motivations.** Even 
though the impact of a corporate in- 
come tax upon the prospective profita- 
bility of new investments, other than 
those depending on output and changes 
in the rate of output, will be largely 
neutralized when it can be fully shifted, 
there seems to be no reason to expect 
any increase in the volume of such in- 
vestments to provide an offset, and there 
may be some decreases even in this cate- 
gory. Similarly, the effect of an impo- 
sition of a fully shifted corporate in- 

25 See John Meyer and Edwin Kuh, “Acceleration 


and Related Theories of Investment. An Empirical 
Inquiry,” The Review of Economics and Statistics, 


Aug. 1955, pp. 217-230. 


26 The increases in question would have to be in- 
creases over and above the level of the investment 
which would have been made given the new higher 
level of public expenditure, in the absence of an in- 
crease in the corporate (or other) tax. 
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come tax upon strategic and other in- 
vestments not closely associated with 
profitability or the acceleration princi- 
ple is not likely to provide any substan- 
tial offset. The most important reason 
for thinking there might be some in- 
crease in this particular category is that 
liquidity positions will be maintained or 
improved and that outside capital is 
likely to be somewhat more readily 
available. But under the conditions 
here contemplated, considerations of 
liquidity and capital availability appear 
to be much more important as facili- 
tating than as motivating factors. Even 
after allowing for the possibility of a 
moderate increase in the volume of in- 
vestment depending on these motiva- 
tions, we are left with the conclusion 
that the total volume of investment 
undertaken by firms able to shift an in- 
crease in corporate income taxes, under 
conditions when demand is strong and 
there is considerable pressure of output 
on capacity, will be significantly lower 
than if the increased tax had not been 
imposed, provided only that the total 
volume of investment is not controlled 
by external bottleneck factors. 

We turn now to the effects of the tax 
on investment under less favorable busi- 
ness conditions, with less buoyant ex- 
pectations, and where the level of de- 
mands which the firms would enjoy 
even in the absence of the added cor- 
porate tax were not greater than those 
previously existing. Under these condi- 
tions the restrictive effects of an increase 
in corporate income taxes upon the vol- 
ume of investment of firms able to shift 
the tax would be very much smaller 
than in the previous situation where de- 
mands were strong and there was sub- 
stantial pressure of output on capacity. 
The major reason lies in the asymmetri- 
cal character of the acceleration factors 


SHIFTED CORPORATE INCOME TAX 


245 


which produced the principal restric- 
tion in the previous case. Under the 
conditions now contemplated, the proc- 
ess of shifting the tax would still in- 
volve reductions in output and lower 
ratios of output to capacity, but these 
are reductions from previously existing 
levels. It is clearly established that the 
“ decelerator ” effects on induced invest- 
ment (other than inventories) of re- 
ductions in established rates of output 
and ratios of output to capacity are 
very much weaker than the positive 
stimulants to investment provided by 
high levels of output and rapid increases 
in output when there is considerable 
pressure of output upon capacity. Some 
adverse effects on induced investment 
would nevertheless remain, especially 
with respect to the inventory com- 
ponent. 

The second reason why a fully shifted 
tax has relatively much less impact on 
the volume of investment under less 
favorable business conditions is that the 
influence of liquidity considerations on 
the volume of investment becomes 
much greater in such periods.*" The 
process of shifting the tax would main- 
tain or improve liquidity positions and 
access to outside capital, which might 
be expected to result in some increases 
in noninduced types of investment. 
Any such increases in these other types 
of investment would provide some off- 
set to the relatively moderate reductions 
in accelerator-type investments. On 
balance, imposition of new corporate 
taxes probably does restrict the total 
new investments of firms able to shift 
the tax even under these conditions, but 
the net restriction, given the position of 
their demand curves, is very limited. 

Finally, we may consider the effects 
of imposing an increased income tax in 


27 See Meyer and Kuh, op. cif. 
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the early or middle stages of a recovery 
phase of the cycle. In this situation, 
levels of output will be rising and in the 
absence of a corporate tax increase that 
is being shifted, there will be invest- 
ment induced by rising levels of output. 
There would, however, not be any sub- 
stantial volumes of investment under- 
taken in response to high absolute levels 
of output or to serious pressure of out- 
put on capacity. The reductions in in- 
duced investment otherwise undertaken 
by firms able to shift the tax would 
consequently be considerably less than 
in our first case, but greater than in the 
second. The buoyancy of expectations, 
under the present conditions, would 
probably lead to net increases in other 
types of investment facilitated or stim- 
ulated by the improved liquidity posi- 
tion and access to capital resulting from 
tax shifting. We consequently conclude 
that imposing a higher corporate tax in 


the early or middle stage of a cyclical 
upswing will involve a net reduction in 
the volume of investment of firms able 
to shift the tax somewhat greater than 
those involved in imposing the tax when 
output is not rising and business condi- 


tions are less favorable. These restric- 
tions, however, will probably be con- 
siderably weaker than those involved in 
imposing the tax nearer the crest of the 
cycle, or when a substantial increase in 
government expenditures is superim- 
posed on prosperous business conditions. 


SHIFTED VS. UNSHIFTED 
TAX EFFECTS 

These conclusions, together with those 
reached in a previous paper,”* point up 
several significant contrasts between the 
effects of shifted and unshifted increases 
in corporate income taxes on the vol- 
ume of investment. 


28 Lintner, op. cit. 
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1. During periods when levels of 
business activity are high and rising and 
prospects are favorable, the volume of 
investment not undertaken because of 
the effects of an unshifted corporate tax 
on the availability of capital on accepta- 
ble terms is probably greater than the 
volume of projects abandoned because 
of the effects of an unshifted tax on 
investment incentives. In contrast, we 
have seen that under such conditions 
the effect of a shifted corporate tax 
upon liquidity is at the worst neutral, 
and that the entire reduction in the vol- 
ume of investment by firms able to 
shift the added tax completely is due to 
impairment of their incentives to invest, 
rather than the availability of funds. 

2. Under less favorable business con- 
ditions (barring serious depression) , the 
depressing incentive effects of unshifted 
corporate income taxes become more 
important relative to the liquidity 
effects of the tax.*® In contrast, under 
less favorable business conditions, the 
depressing incentive effects on the vol- 
ume of investment of firms fully able 
to shift the tax rapidly become weaker 
—and may even nearly disappear for 
plant and equipment outlays—while the 
liquidity effects remain neutral or posi- 
tive, 


29 This conclusion from my earlier article is fully 
consistent with the statement regarding liquidity 
made on page 245. As explained in Lintner, 
op. cit., page 530, this conclusion for the unshifted 
tax follows from (a) the conclusion that the im- 
pact of the tax on investment incentives tends to 
be relatively greater under less favorable than under 
more favorable business conditions, and (b) the 
fact that the effect of the tax on the liquidity posi- 
tions is reduced under less favorable business condi- 
tions by the smaller tax bite from lower profits 
with depreciation continuing unaffected (severe de- 
pression where depreciation would not be earned is 
excluded). This conclusion in other words turns 
on the reduced effect of the tax on liquidity, while 
the earlier conclusion in this paper turned on the 
relative importance of liquidity (which was un- 
affected by the tax in that case) among the whole 
set of determinants of investment outlays. 
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3. Under favorable conditions, the 
differential effect of an increase in cor- 
porate income taxes on the investment 
incentives of firms fully able to shift 
the tax may be as great as the effects of 
the same increase in corporate taxes on 
the investment incentives of firms com- 
pletely unable to shift the tax. In con- 
trast, the effects of added corporate in- 
come taxes upon the liquidity position 
and availability of funds of firms fully 
shifting the tax is always neutral or 
somewhat favorable, while increases in 
corporate income taxes always weaken 
the over-all liquidity position and avail- 
ability of capital to firms unable to 
shift the tax. 

4. The restrictive effects of both a 
shifted and an unshifted tax upon the 
fixed investment outlays of any one 
level reduce derived demands and impair 
investment incentives at the lower levels 
in the chain of production turning out 
capital goods. In contrast, the process 
of shifting the tax also reduces inven- 
tory investment and thereby investment 
incentives at the other lower levels of 
production involved in turning out ma- 
terials and semifabricated parts, but 
these effects of the process of shifting 
are absent in the case of an unshifted 
corporate tax. 

§. The adverse incentive effects of an 
increase in corporate taxes upon firms 
able to shift the incremental tax burden 
is largely, if not wholly, found in the 
considerations associated with the ac- 
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celeration principle. In contrast, the 
adverse incentive effects of an unshifted 
corporate tax are found in the category 
of investments whose volume is deter- 
mined, as both necessary and sufficient 
conditions, by sheer prospective profita- 
bility. While the two categories con- 
tain many common elements, there are 
significant investments outlays in each 
not common to the other. For instance, 
numerous outlays are made in response 
to sales demands and changes in the level 
of output without any clear or close 
relationship to prospective profitability, 
and we have already cited important 
categories of investments made for 
profits which do not depend upon ac- 
celeration factors.*” 

6. When levels of business activity 
are high and government expenditures 
are being increased, an increase in cor- 
porate tax rates may reduce the volume 
of investment of firms fully shifting 
the tax relatively as much as it reduces 
the volume of investment of other firms 
unable to shift the tax. On the other 
hand, when business conditions are less 
favorable and government expenditures 
are not being concurrently increased, an 
added corporate tax will almost cer- 
tainly reduce the investments of firms 
fully shifting the added tax liability 
relatively much less than it reduces the 
investments of those unable to shift the 
tax, 


30 See above, pages 239 to 240. 


APPENDIX 


. The purpose of this appendix is to develop algebraically the extent of the 


increase in price and consequent reduction in sales volume required for a firm 


to shift a given increase in corporate income tax rates. 


The position and shape 


of the demand curve are assumed given, and for convenience both variable 


and marginal costs are assumed constant.! 


* See, however, above p. 236, esp. fn. 13 
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The variables are defined as follows: 
= dollar amount of profits before tax 

price per unit of sales 

quantity sold 

fixed costs 

marginal costs = average variable costs = constant 

percentage markup over variable costs = P r = 
percentage increase in profit required before tax to shift the contem- 
plated increase in tax over its given base level 
percentage profit before taxes on sales prior to the price and quantity 
change involved in the shifting. r = P/pq 


By definition, 
(1) P = pq — (mq + C) 
AP ] 
so that ws [(p — m)Aqg + (q + Ag) Ap]. 


Then for shifting to be possible, the percentage change in profits AP/P must 
be equal to B. 


Let Z = Ap/p and y = Ag/q and we have B = g{ (tt) Z+ ard 


] 
= -((1 +9) 2+ ay 


(2) or Br=Z+(a+Z)y=ay+(l1+y)Z 


ees | .. we 
If now we define n = c/o 2 we have 
nBr + y 
na — y 


(3) y= 


Multiplying through and solving, we get 
na — 1 + V(na — 1)* — 4nBr 
(4) 7 a ial lillie i % ae 
Since y is inherently negative where shifting occurs through price increases, 
and we are interested in the minimum volume reduction consequent to 
shifting, we may disregard the negative sign before the radical. 


It may then readily be shown that 
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where R = V(na — 1)? — 4nBr. Since R is positive from the formulation 
of the problem, and y is inherently negative as noted above, and since both 
n and a@ are positive by definition, all three derivatives are negative. Con- 
sequently, the minimum reduction in unit sales is an increasing function of 
a, n and r as stated in the text. 


We will now consider the size of the sales tax which would be required to pro- 
vide the same amount of revenue to the government as that provided by the 
shifted increase in corporate income taxes. In terms of our previous notation, 
the latter would produce added revenue equal to Brpg. Since we may rea- 
sonably assume that any firm with sufficient market power to be able to shift 
an added corporate tax fully will maintain its quoted price in the face of a new 
sales tax, we need to find the value of T, which will satisfy the equation 


(5) T.pq = Brpgq 


where 
7, = required rate of sales tax expressed as a percentage of the 
firm's quoted price, 
the new quantity sold as a result of the higher gross price 
to buyers following imposition of the sales tax. 


Also let 2” = percentage increase in (gross) price to the buyer. On the 
assumption given, 7, = Z’. 
y = percentage change in quantity sold. 


We have then 
Z(1+y) = Br 


Since y = —nZ by definition 
Z (1 — nZ’) = Br 


1 ~ vl — 4nBr 
on * 


(6) so that? Z = 


We now wish to compare Z with the minimum price increase (Z) which 
would suffice to shift fully the given increment of the corporate tax. Since 
Z = —ny we have from (4): 


1 — na — V(1 — na)? — 4nBr 
2n 


Z>Z if 


1 — na — v(1l — na)? — 4nBr > 1 — Vl — 4nBr 


* We disregard the other root involving the positive sign before the radical, since we are 
interested only in the minimum price increase or sales tax. 
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Letting a = na and b = 4nBr, expanding and simplifying we have 


b b2 5 


(8) 2(1 — a) + 81 — aet 16(1 — a)5 


b b2 5 
t.+-- P>atgtigt 


which is clearly satisfied since a > 0 and b > o by definition of n, B and a and 
a < 1 as a condition for shifting to be possible. Proof that the difference be- 
tween Z and Z’ is an increasing function of n, a, r, and B as stated in the text 
may similarly be given by showing that all partial derivatives are positive, 
with that for Z in each case being greater than that for Z’. 


. We now recognize that the reduced volume produced by the sales tax in the 
preceding section would reduce the government's revenue from the existing 
corporate tax. We therefore need to find the value of 7°, which will satisfy 
the equation 


(9) TT .p¢ — T.ap(q —- 7) = Brpq 


where 7, is the existing (unchanged) rate of corporate income tax. The first 
term on the left is the same as before and indicates the revenue yield of the 
sales tax under the assumptions made, and the second term on the left allows 
for the fact that the revenue from the unchanged corporate tax rate will be 
reduced by the product of that rate and the gross margin on the reduction in 
quantities sold attributable to levying the sales tax. 


We then have Z’°(1 + y”) + Tiay” = Br 
Z’(1 — nZ”’) — TyanZ” = Br 


(10) so that Z” = (1 — Tyan) — wi T.an)2 — 4nBr 
ape", 
1 — na — V(1 — na)? — 4nBr > 1 — Tyan — V(1 — T.an)? — 4nBr 
With the same substitutions as before, after expanding and simplifying we have 


b b2 b 
(11) 2(1 — a) + 8(1 — a) t 16(1 — a) + 
b b2 b 


> 30 - Ta) + a — Tay + Tea — Tay 


The terms on each side are identical save for their denominators which are both 
positive since a = na < 1 is a condition for shifting through price increases to 
be possible. The inequality is clearly satisfied inasmuch as 1 — a < 1 — Tia 
with 7, > 0. 

In this case we assume the firm increases its prices by enough to maintain its 
profits after income taxes at unchanged rates in spite of the reduced volume 
consequent to the sales tax. From (2) we therefore require a value of Z,, the 
increase in the firm’s price (ex sales tax), which will satisfy 


(12) Z(1+y”) tay” =0 
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where y” is the total reduction in volume consequent to both the sales tax and 
the increase in the firm's price. 

Let 7”, be the rate of sales tax expressed as a percentage of the firm's new price. 
The total percentage increase in price to the buyer 2” will be (1 + 7”,)(1 + Z;) 
— 1, for convenience. Our second equation to determine the two unknowns 
Z~ and either Z, and 7”, are given by the condition that the sales tax proceeds 
must equal those that would have been provided by the increased corporate tax: 


(13) T.(1 + 2) pq” = Brpq 
or T’,(1 + Z,)(1 + y”’) = Br 
Substituting the value of Z; from (12), we have 


ay 


r’.(1 er =) (1+) = Br 


TL bf afin Be 


BB BO 4 (at By” 
1-2, 1+(1—a)y” 


so that 2°” + (a + Z2°”)(—nZ”’) Br 


But 7”, = 


yee _1 — na — V(1 — na)? = 4nBr 
and 2” = - 
2n 
which is identical to the price increase Z found in equation (7) for the first case 
where only the fully shifted corporate income tax was involved. 








EFFECTS OF A SHIFTED CORPORATE INCOME 
TAX ON CAPITAL STRUCTURE ' 


MERTON H. MILLER * AND JOHN P. SHELTON * 


Introduction 


HE effects on capital structure and 

investment of an unshifted corpo- 
rate income tax have been the subject 
of considerable investigation in recent 
years, but the implications of a shifted 
corporate income tax, which this paper 
proposes to explore, have received much 
less attention. What little consideration 
has been given to the problem of a 
shifted tax has come mainly in the 
course of discussions of the effects of an 
unshifted tax. This passing considera- 
tion, moreover, has usually taken the 
form of warnings by the particular 
author that his conclusions regarding 
the economic impact of the tax are ex- 
plicitly dependent on the traditional but 
currently controversial assumption of 
no shifting.” 

In the nature of the case, precaution- 
ary statements of this sort have tended 
to leave the impression that if the tax is 
shifted the effects are merely to restore 

* The authors are assistant professors at the Grad- 


uate School of Industrial Administration at Carnegie 
Institute of Technology. 


1 We wish to express our appreciation to John 
Lintner for giving us the privilege of reading his 
article, “ The Effects of a Shifted Corporate Income 
Tax on Real Investment,” p. 229 of this issue, in 
manuscript form while we were preparing this paper. 
This opportunity was especially helpful in forcing us 
to re-examine some of our assumptions. 


2See eg. Dan T. Smith, Effects of Taxation on 
Corporate Financial Policy, Division of Research, 
Graduate School of Business Administration, Harvard 
University, Boston, 1952, especially pp. 85, 88, 90, 
104. The following is typical: “ To the extent that 
the corporation income tax is shifted, much of the 
previous discussion of its effects on financial problems 
and policies loses significance.” (p. 93) 
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the no-tax situation. Whether or not 
the corporation income tax is shifted is 
an issue on which this paper takes no 
stand. But if the tax is shifted, our 
analysis suggests that the tax is not 
likely to be “ neutral” in its effects on 
capital structure (or investment). 


Shifting Defined 


It is important to begin any discus- 
sion of a shifted corporate income tax 
by defining precisely what is meant by 
“full” shifting. Unfortunately the 
term can have a variety of meanings 
when applied to a tax of this character. 
The criterion of complete shifting used 
throughout this paper is simply that 
prices charged to customers (or paid to 
suppliers) by a given firm are changed 
enough in the aggregate to restore its 
earnings per share to the pretax level. 
This definition has the advantage of 
focussing on that aspect of tax inci- 
dence which has the most direct bearing 
on corporate decisions as to type and 
amount of new financing. It also ac- 
cords with what analysis has shown to 
be the avenue by which an unshifted 
tax exerts its repressive effects.® 

Alternative criteria of full corporate 
tax shifting have sometimes been de- 
fined in terms either of certain percent- 
age changes in consumer prices, or 
maintenance of constant profit margins 
per unit of sales. While these defini- 
tions are useful for studying some 
phases of corporate tax incidence, they 


3See D. T. Smith, op. cit., especially p. 49. 


y 
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are not directly relevant for studying 
the financial aspects of the choice be- 
tween types of capital issues. For this 
purpose, effects of taxes on prices or 
profit margins must be translated into 
terms which permit the common stock- 
holder to weigh the gains against the 
costs of new financing.‘ Furthermore, 
analysis in terms of earnings per share 
has the advantage of avoiding the diffi- 
culty—inherent in the price criteria of 
shifting—that the corporate tax is a 
joint cost for multiproduct firms. 
Hence our definition avoids the neces- 
sity of making arbitrary assumptions 
concerning the way in which the tax 
was allocated to the various products.° 

In discussing a tax as broad-based as 
the corporate income tax it is also neces- 
sary to specify the aggregative frame- 
work assumed, so that tax effects are not 
confused with effects properly attribu- 
table to changes in the level of govern- 
ment spending or government deficit. 
To facilitate comparison with the article 
by John Lintner in this issue, we shall 
assume as he does initially, that the level 
of government expenditures has been 
determined; and that the policy decision 
confronting the government is merely 
whether or not to impose (or raise) the 
corporate income tax. Consequently, 
the phrase “the original investment 


4Full shifting in the profit margin sense is not 
equivalent to full shifting in the earnings-per-share 
sense. The relationship between these two criteria 
of full shifting will depend on the slopes of the 
demand and average cost curves. 
plete analysis of the interrelation between these two 
definitions see Lintner’s paper, this issue, pp. 299 ff. 


For a more com- 


5In empirical investigations of corporate tax in- 
cidence, these arbitrary assumptions are usually in- 
troduced implicitly by using global averages or index 
numbers. This involves a loss in realism and precision 
that becomes particularly serious when, as is some- 
times done, comparisons are made between widely 
separated periods of time, such as the 1920’s vs. the 
1950's. 
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program of the firm” which figures in 
our examples should be taken to mean 
the program after the change in gov- 
ernment spending, but before the impo- 
sition of the tax. It should be stressed, 
however, that this framework has been 
assumed for convenience only and is 
also, in some senses, the weakest set of 
assumptions possible. If one preferred 
to work with a framework in which the 
choice was between the imposition of a 
corporate income tax and the imposition 
of some other tax raising the same reve- 
nue the effects of shifting we describe 
would actually be much greater.® 


The Corporate Tax and 
Capital Structure 


The effects on capital structure of a 
fully shifted corporation income tax 
can be conveniently summarized by 
reference to Figure 1. This graph is 
not to be regarded as descriptive of 
the actual process of decision-mak- 
ing in business, but is presented 
for illustrative purposes to isolate the 
purely financial aspects of an invest- 
ment decision. Gross annual income 
before interest and corporate income 
taxes is shown on the horizontal axis; 
net annual earnings per share (after 
taxes) on the vertical. At the moment, 
the company is assumed to be earning 
OE, per share and to have no bonded 
debt in its capital structure, assumptions 
that do not affect the mechanics of the 
solution but do simplify the presenta- 
tion. The executives of the company 


6 For completeness two further qualifications of 
our definition of shifting should be mentioned: a) 
shifting is restricted to the short run_ incidence. 
The longer run ramifications on such things as the 
movement of resources in or out of the corporate 
sector are not considered; b) full shifting is defined 
in an ex-post sense, not in teins of what the busi- 
nessman expects to achieve. What a firm hopes will 
be full shifting may turn out to be partial shifting 
because suppliers raise their prices in turn and the 
firm’s costs rise. 
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are considering a large expansion of 
physical plant which is expected to re- 
sult, as closely as they can estimate, in 
increasing the level of income before 
interest and taxes to OZ;. For conveni- 
ence in exposition, the expected level of 
income of OZ, was chosen because it 
leaves earnings per share exactly where 
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of yields, imagine first a situation in 
which the corporate tax rate is zero. 
Line OS, would then show the relation 
between earnings per share and various 
levels of gross income before interest 
and corporate taxes if the money were 
to be raised by a stock issue which, say, 
doubles the number of common shares. 
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they were before the expansion. Though 
strictly a simplifying assumption, it is 
not wholly unreasonable because the ex- 
pansion may have been necessary to 
maintain the company’s share of the 
market. 

If considerations of risk, control, and 
financial flexibility are momentarily ig- 
nored, the decision as to whether the 
expansion shall be financed by debt or 
equity will depend on which method of 
financing yields the higher earnings per 
share. To emphasize the influence of 
corporate taxation on this comparison 


Cc rt C2 
INCOME BEFORE INTEREST AND TAXES 


Line CB, would show the stockholders’ 
return at all levels of gross income on 
the assumption the new plant is fi- 
nanced entirely by debt. OC repre- 
sents the annual fixed interest payment 
incurred, and the slope of CB, is twice 
that of OS, since under the bond alter- 
native there would be only haif as many 
shares outstanding. As the curves have 
been drawn, the “ break-even earnings 
point ” is reached when income amounts 
to OZ, (the expected level of future 
income). If future income should ex- 
ceed Z,, bonds will yield a higher earn- 
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ings per share while if earnings fall be- 
low Z, common stock is the better 
method of financing the expansion. 

If now a 50% corporate income tax 
is imposed, current earnings per share 
fall to OE», the lines OS, and CB, must 
be replaced by lines with a slope half as 
steep in each case (OS. and CBs, re- 
spectively). if the price of the stock 
were not reduced as a result of the 
lower earnings per share, it would still 
be immaterial (insofar as earnings per 
share are concerned) which financial 
plan is used so long as expected income 
before interest and taxes remains at Z;. 
The reduction in earnings per share, 
however, will tend to cause the stock 
price to fall more or less proportion- 
ately, because it is unlikely that after a 
corporate tax is imposed investors will 
substantially increase the rate at which 
they capitalize net earnings. In the 
analytically extreme case—by no means 
improbable in  practice—where the 
capitalization rate is unchanged by the 
tax, the company will have to float 
twice as many shares of common stock 
to raise the same amount of capital as 
before the tax was imposed. (See line 
OS; as compared with OS,.) Hence, 
if anticipated income before taxes and 
interest were only Z, it would no longer 
be immaterial whether the new financ- 
ing took the form of stock or bonds. 
Because the break-even income point 
has moved to the left, the common 
stock alternative at expected income 
OZ, is now inferior to bonds to the ex- 
tent of E.E; per share. In addition at 
income of OZ, the company, if it fol- 
lowed the common stock alternative, 
would earn less per share after the ex- 


pansion than it is currently earning. In 

fact, a new project would not be worth 

financing by common stock unless it 
§ bY 
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was expected to raise income to as much 


as OZ,." 
The Effects of Full Shifting 


The previous analysis must be 
changed in two essential respects in the 
case of a fully shifted corporate tax 
(i.e., one in which earnings per share 
remain constant). First, with earnings 
per share restored to E,, the price of the 
stock does not change, so that OS, is 
once again the line portraying earnings 
per share at various levels of income if 
new common stock is floated. Some 
writers have let their analysis rest at 
this point and have thus tended to leave 
the impression that shifting the cor- 
porate income tax would merely restore 
the pretax situation insofar as capital 
structure decisions were concerned. Ac- 
count must be taken, however, of a nec- 
essary and inseparable second implica- 
tion of shifting. To keep current earn- 
ings per share (and hence stock prices) 
constant, total current income before 
taxes must double (if the tax is 50 per 
cent). By the same token, if the tax 
is permanently shifted, expected income 
must also double (from OZ, to OZ,). 
At this new level of expected total in- 
come before taxes a shifted tax is no 


7For a thorough development of these essential 
points (and the necessary qualifications) see D. T. 
Smith, op. cit. especially Ch. III. Smith has sum- 
marized this point in the following words: “In sub- 
stance, the corporation income tax makes it necessary 
to earn more before taxes to maintain any given rate 
of earnings after taxes. At a constant price-earnings 
ratio, if the net earnings are not maintained, that 
is, if the tax is not shifted, the price of corporate 
stock would be lower than it otherwise would be. 
And the likelihood of dilution of earnings from new 
stock issues, which is the most significant measure of 
the cost of new common stock financing, would be 
correspondingly greater than it otherwise would be.” 
(p. 85) 
that stock prices will fall more or less proportion- 


The key assumption in this analysis, viz., 


ately as the result of the imposition of a corporation 
income tax, has been questioned by J. A. Stockfish. 
(See National Tax Journal, March 1954, pp. 182-186 


and the reply by D. T. Smith, pp. 186-188.) 
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longer neutral in terms of its impact on 
capital structure since the fixed interest 
cost will now be a smaller share of total 
income (one-fourth as compared with 
one-half, in terms of our example). 
The expected return per share to the 
stockholders will thus be greater (by 
the amount E,E,) if the bond alterna- 
tive had been chosen at the time of the 
new financing. Shifting the corporate 
income tax, in other words, does offset 
the tax-induced discrimination against 
equity financing; but in so doing, 
creates a new discrimination in favor of 
bond financing. The corporate tax, 
shifted or unshifted, biases decisions in 
favor of debt financing.® 


5 Although equity capital is put at a disadvantage 
whether the tax is shifted or not, the magnitude of 
the discrimination (measured by E; Ex) in favor of 
bond financing when the tax is shifted is larger in 
absolute terms than when the tax is not shifted 
(Ea Es), but smaller in relative terms. 

Figure 1 with minor adjustments can also be used 
to illustrate the effect of partial shifting (i.¢., situ- 
ations in which earnings per share are reduced, but by 
less than the amount of the tax). To the extent 
the tax is partially shifted, total income would in- 
crease from OZ; toward OZz and earnings per share, 
which otherwise would have fallen to Es will move 
correspondingly toward E:. The stock price will be 
higher than if the tax were not shifted, but lower 
than under full shifting so that the new line repre- 
senting the earnings pattern will lie somewhere be- 
tween OSs and OSs. The precise result will depend 
on the degree of shifting occurring, but obviously the 
discrimination in favor of bond financing will remain 
as long as some shifting takes place. 

Finally, consideration should be given to the pos- 
sibility of “ overshitting ”, i.c., a situation in which 
the earnings per share actually increase after the tax 
is imposed. This may be the case, for example, 
where a group of rival firms follow a price leader. 
If the price leader happens also to be the firm with 
the largest percentage of equity in its capital struc- 
ture, it will have to raise prices more to reestablish 
earnings per share than its rivals, which more than 
restores earnings per share on the part of the rivals. 
The price of the stock for firms with higher debt 
ratios will rise and fewer shares will have to be 
floated to finance the new investment. In terms of 
Figure 1, the applicable line for stock financing 
would have a steeper slope than OSe, thereby narrow- 
ing the advantage of bonds. 


NATIONAL TAX JOURNAL 


[Vor. VII 


The stimulus to bond financing of a 
shifted corporate income tax is further 
reinforced by factors not shown in Fig- 
ure 1, primarily considerations of risk. 
For example, if the actual income before 
interest and taxes were to fall 50 per 
cent or more below the originally esti- 
mated income of OZ,, the company 
would have failed to earn enough to 
cover its interest cost, OC. After shift- 
ing, however, should income reach only 
50 per cent of the expected income 
OZ., bond interest will still be covered 
twice. Thus if the corporate income 
tax is shifted, the risk to the borrower 
inherent in bond financing is reduced; 
actual income must fall a_ greater 
amount both absolutely and relatively 
below expected income before debt 
commitments are not met. 

Greater coverage of interest and 
principal payments may affect lenders 
as well as borrowers. Lenders, particu- 
larly financial institutions, are known to 
put considerable stress on the interest 
coverage ratio as a criterion of credit 
worthiness.” To the extent that a firm’s 
credit rating is improved after tax shift- 
ing, it may be able to borrow at lower 
cost or increase the amount it can bor- 
row at the existing rate. 


Qualifications and Extensions 


The thesis that a shifted corporate in- 
come tax encourages bond financing, 
though clear when the financial aspects 
are considered in isolation, must, of 
course, be qualified when applied to 


9Cf. Graham and Dodd, Security Analysis, 2nd 
edition, McGraw-Hill, New York, 1940, p. 125. 
“The present day bond investor is accustomed to 
regard the ratio of earnings to interest charges, as 
the most important specific test of safety...” In 
fact, in most states the statutory requirements defin- 
ing investments that are eligible for savings banks 
and certain other financial institutions include specific 
provisions about earnings coverage of fixed charges. 
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predicting actual behavior regarding 
capital structures. Considerations of 
relative yield are only one part of the 
factors impinging on such decisions and 
the final result is always a complex 
balance of the forces relating to yield, 
risk, control, and flexibility for future 
financing. Furthermore, by insisting on 
certain credit standards, some of which 
have legal status, lenders in effect ration 
capital, thereby preventing a firm from 
reaching what it would otherwise regard 
as its optimum capital structure.'® 
Our analysis of capital structure de- 
cisions is also incomplete since we have 
taken no consideration of preferred 
stock. The effects on the desirability of 
preferred stock in the capital structure 
under tax shifting can, however, be 
shown by reference to Figure 1, (chang- 
ing the X-axis to read “ income before 
preferred dividends and taxes”). Let 
the line CB, represent not the before- 
tax earnings-income relationship with 


101n addition to the above qualifications, which 
are equally applicable to an unshifted as well as a 
shifted tax, another force can be described which 
might under extreme assumptions reduce the bias in 
favor of debt in the case of a shifted corporate tax. 
Shifting in the short run might not affect the position 
of the expected level of future income after the new 
project has been completed, as, for example, at the 
peak of an inflationary boom where a firm is con- 
fronted by a backlog that is expected to be tempor- 
ary. In our terminology this means shifting is only 
temporary. Prices might be raised in the short run 
to restore earnings per share (which had been reduced 
by the imposition of a corporate income tax), but the 
company’s estimates of the yield on future projects 
would be based on normal “ competitive” margins. 
This might eliminate the bias in favor of bond 
financing, but only under the 
combination of additional circumstances: 


following unlikely 
(1) The 
stock is selling at a price based on current earnings 
(restored to the pretax level) with investors making 
no discount for any future decrease in earnings, so 
that the number of shares that will have to be 
floated to finance the new project is reflected in 
line OS2; (2) Although the directors privately expect 
income to return to OZ; when the tax can no longer 
bé shifted, they have no qualms about floating an 
equity issue that faces a decline in investment value. 
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bonds, but with preferred stock, and 
OC represent the preferred dividends. 
When the assumed 50 per cent tax is 
imposed without being shifted, the ef- 
fect of having preferred stock in the 
capital structure can be visualized as 
taking place in two steps. First, the 
slope of CB, falls by one-half to that 
CB.. Second, the line shifts to the 
right, remaining parallel to the CB, 
line, so that its starting point is now 
located at Z;. ‘ihe new line is labelled 
Z,P, in the diagram. The displacement 
to the right occurs, of course, because 
preferred dividends are not tax deducti- 
ble, as is bond interest. Thus, under 
our assumed 50 per cent tax rate, 
the preferred dividends must be earned 
twice (i.e., the reciprocal of the tax 
rate) before anything can be earned for 
the common stock. Hence, if the tax 
is not shifted, preferred stock is much 
inferior to bonds, and even worse than 


common stock, which at least yields 
earnings of E, at the expected income of 


OZ,. Full shifting, however, which 
raises income to OZ, restores the pre- 
ferred stock to a position of equality 
with common stock (both earning E,), 
represented by the intersection of OP 
and OS, at OZ». At anything less than 
full shifting, preferred stock is less de- 
sirable than common stock. Regardless 
of the assumption about shifting, pre- 
ferred stock is made less desirable than 
bonds if a corporate income tax is im- 
posed. This is true even under the un- 
likely assumption above that the pre- 
ferred stock could be sold at a dividend 
rate as low as a bond yield." 


11 Although the disadvantage of preferred stock 
relative to common stock is less the greater the por- 
tion of the tax shifted, this effect ceases once the 
tax is fully shifted. If the tax is overshifted, com- 
mon stock gains on preferred, as it does on bonds, 
since as earnings per share rise, (because of over- 
(continued next page) 
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Tax Shifting and the Level of Invest- 
ment 


Although the main purpose of this 
article has been to show the effect of a 
shifted corporate tax on capital struc- 
ture, the analysis has certain implica- 
tions for decisions as to the level of in- 
vestment which will be undertaken by 
the firm. In terms of the investment 
decision pictured in Figure 1, for ex- 
ample, it can be seen that earnings per 
share after shifting and after selecting 
the bond alternative will actually be 
higher than under the best alternative 
in the no-tax case. One effect of shift- 
ing, therefore, may be that investment 
projects which were below the thresh- 
old of profitability before the tax was 
imposed may become feasible assuming 
that there are no nonfinancial objec- 
tions to increasing the debt ratio. An- 
other way of looking at this apparently 
paradoxical conclusion is to recall that 
tax shifting encourages bond financing 
while stock financing is at least not dis- 
couraged as compared with the no-tax 
case. To the extent that this effect in- 
duces corporations to resort to a higher 
debt ratio, the average cost of capital is 
reduced since debt rates are typically 
lower than preferred stock yields or 
earnings-price ratios on common shares. 
In fact, in some cases, debt might cost 
even less than if there were no tax, or 
an unshifted tax, because of the greater 
earnings coverage. Wherever corporate 
executives in planning their capital 
budgets consider the average cost of 
capital in setting the cut-off point for 
new investments, the range of profit- 
able investments necessarily expands.’ 


shifting) the number of shares that have to be sold 
decreases. Overshifting, in other words, is akin to 
a windfall profit accruing to the original stockholders. 


12 I¢ should be noted, however, that an increase in 
the debt ratio may not result in a lowering of the 
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To the extent that investment de- 
cisions are influenced by liquidity con- 
siderations, a shifted corporation income 
tax may have a slight additional positive 
influence on investment. As long as 
the corporation remains profitable, cor- 
porate working capital is permanently 
augmented by half a year’s income tax 
under present payment arrangements, 
whether the tax is shifted or not. If, 
however, the tax is shifted, income be- 
fore taxes and hence the dollar amount 
of taxes will be larger. Not only is 
working capital thus increased, but 
there is no corresponding reduction in 
net income to offset against the gain in 
liquidity, a situation that obviously does 
not occur with an unshifted tax. 

The positive effects of shifting on the 
level of investment by the firm so far 
described tell, of course, only part of 
the story. The shifting of the tax may 
have an entirely different effect on some 
of the nonfinancial elements in the in- 
vestment decision. For example, as 
John Lintner points out elsewhere in 
this issue, the raising of product prices 
to shift the tax will reduce the quantity 
of output which can be sold. To the 
extent, therefore, that investment is also 
a function of current output, manage- 
ment would be induced to reduce its in- 
vestment program. Which of the two 
opposing forces is likely to dominate at 
any particular time is naturally an em- 
pirical question and one far beyond the 
scope of this note. We are content 
merely to call attention to the possibility 
that for firms in a position to shift the 
corporate tax, the shifting process may 


The price-earnings 


long-run average cost of capital. 
ratio of the common stock may fall because of the 
possibility that a larger percentage of net earnings 
must be retained to safeguard liquidity or reduce 


debt. For a discussion of this possibility see F. B. 
Allen, “Does Going Into Debt Lower the Cost of 
Capital? ", The Analysts Journal, August, 1954, pp. 
57-60. 
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set up forces which more than counter- 
balance some of the depressive effects 
associated with the corporate income 
tax. 


Further Implications of the Analysis 


Our analysis of tax shifting suggests 
among other things that the problem of 
using empirical data to determine 
whether or not the corporation income 
tax has been shifted is even more diff- 
cult than has been supposed. Both a 
shifted and an unshifted corporation 
income tax have been shown to encour- 
age the use of debt in capital structures. 
Hence any evidence of a rise in the ratio 
of bond to stock financing in the high- 
tax period of the 1940’s and 1950's as 
compared to the low tax 1920’s would 
be equally compatible with the hypoth- 
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esis of a shifted or an unshifted corpo- 
ration tax. 

Finally, in evaluating the role of the 
corporation income tax in the tax struc- 
ture, this analysis implies an additional 
drawback to heavy reliance on the cor- 
poration tax as a source of revenue. It 
has become increasingly popular to as- 
sume that the corporation income tax is 
shifted to consumers during sellers’ mar- 
kets and absorbed during buyers’ mar- 
kets. If so, then according to our 
analysis not only would the amplitude 
of price fluctuations be greater between 
prosperity and depression, but invest- 
ment fluctuations may also tend to be 
somewhat intensified as compared to a 
situation in which there was no tax or 
where the tax was always either ab- 


sorbed or shifted. 








CONSOLIDATED RETURNS IN THE 
FEDERAL TAX SYSTEM 


SAMUEL BLITMAN * 


Introduction 
1 


HE “ affiliated group ” ' of corpora- 
tions reporting taxable income or 
excess profits on a consolidated return 
has long been a hybrid in the Federal 
tax system. Never completely accepted 
as a single tax entity, this type of inter- 
corporate association has been recog- 
nized to the extent of being permitted 
to file a consolidated return provided all 
member corporations subscribe in ad- 
vance to regulations designed to restrict 
rigidly any windfalls or double deduc- 
tions arising out of switching in and 
out of the consolidated accounting basis. 
Since 1934, exercise of the privilege of 
filing a consolidated return has been 
conditional on an increase in the ap- 
plicable surtax rate by 2-percentage 
* The author is a tax analyst with the Technical 
Planning Division, Internal Revenue Service. 


Author’s Note: The opinions expressed in this ar- 
ticle are strictly those of the author and in no way 
represent the views of the Internal Revenue Service. 


1Section 1504 (a) of the Internal Revenue Code 
of 1954 reduced the intercorporate stock ownership 
requirement for affiliation from 95 per cent to 80 
per cent. In all other respects, the definition of an 
“ affiliated group” has not been changed. An “ af- 
filiated group” is defined as one or more chains of 
corporations connected through stock ownership with 
a common parent if (1) stock possessing at least 80 
per cent of the voting power of all classes of stock 
(other than preferred stock) and at least 80 per cent 
of each class of the nonvoting stock of each corpora- 
tion except the common parent is owned directly by 
one or more of the includible corporations, and (2) 
the common parent corporation owns directly stock 
possessing at least 80 per cent of the voting power of 
all classes of stock (other than preferred stock) and 
80 per cent of each class of the nonvoting stock of 
at least one of the other includible corporations. 


points, except for Western Hemisphere 
trade corporations. Under section 1503 
(a) of the Internal Revenue Code of 
1954, the 2-per cent addition has also 
been waived with respect to regulated 
public utility corporations.’ 

The additional tax for the privilege 
of filing consolidated returns has evoked 
continuous protests from businessmen 
and accountants since its imposition un- 
der the Revenue Act of 1932 and, in 
particular, ever since the 2-per cent rate 
was adopted under the Revenue Act of 
1934. Hopes for the repeal of the tax 
were raised when, in his tax message of 
January 21, 1954, the President specif- 
ically recommended its elimination as a 
“ penalty tax.” But the bill reported by 
the Ways and Means Committee, H.R. 
8300 (the Internal Revenue Code of 
1954) continued the special tax on 
affliated groups with the two exceptions 
mentioned. 

This study briefly reviews the prin- 
cipal issues involved in the imposition of 
a tax for the use of consolidated returns. 
It contains background information in 
the form of a legislative synopsis of the 
consolidated returns provision and it 


compares, statistically, the position of 

2Section 1503 (c) contains the definition of a 
regulated public utility for purposes of the tax on 
consolidated returns. A regulated public utility is 
defined to include electric, gas, water and sewage 
disposal companies; common carriers by rail, air, and 
water; intrastate, suburban, municipal or interurban 
railroads, trackless trolleys or bus systems; and fi- 
nally certain lessor railroads and common parent 
corporations which are common carriers subject to 
part 1 of the Interstate Commerce Act. 
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such returns in the Federal tax system 
before and after the imposition of the 
special tax. It then examines the chief 
tax reasons for the decline in the use of 
consolidated returns and summarily 
touches upon the rationale of the tax. 
By way of preliminary comment, it 
should be explained that income tax 
consolidation differs from consolidated 
accounting for ordinary business pur- 
poses. Generally speaking, income tax 
consolidation does not obliterate the 
separate taxable status of the member of 
an affiliated group but merely holds it 
in suspense over the period in which 
consolidated returns are filed. During 
this period, various adjustments are re- 
quired in acknowledgment of the com- 
mon ownership which invests the 
corporate group. In computing con- 
solidated taxable income, certain income 
or loss items of the group are aggregated 
algebraically, but the member accounts 
are never combined directly as if they 
represented separate departments of a 
single enterprise. Certain deductions— 
net operating losses and carry-overs, 
capital gains and losses and carry-overs, 
charitable deductions, etc.,—which are 
eliminated in computing each member’s 
taxable income are combined on a con- 
solidated basis and are added to or sub- 
tracted from the consolidated taxable 
income of the group. The substance of 
consolidated accounting is preserved in 
determining the group’s taxable income 
or net loss by eliminating profits and 
losses which have not been realized by 
transactions with outsiders and by dis- 
regarding intercompany dividends. 
Apart from these adjustments of 
specified accounts required by the regu- 
lations, income tax consolidation is a 
somewhat tentative procedure, with one 
eye, so to speak, constantly cocked at 
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the separate taxable status of the cor- 
porations included in the group. But 
the adjustments made in connection 
with such consolidation may, nonethe- 
less, produce a substantial difference in 
tax liability from that which would 
have resulted without consolidation. 


Legislative Synopsis of Additional Tax 
on Consolidated Returns 


From its inception, the use of con- 
solidated returns was favored by 
revenue authorities as an instrument of 
administrative control in deterring tax 
avoidance by closely-related corpora- 
tions. This problem in corporate tax 
administration first arose in the 1917 
excess profits tax, the first corporate tax 
in the United States to apply a schedule 
of graduated, progressive rates. An- 
ticipating complex enforcement diffi- 
culties if the numerous controlled cor- 
porations were not restrained from 


allocating income, credits, deductions 
and other items to minimize taxes, the 
Commissioner of Internal Revenue pre- 
scribed the use of consolidated returns 
by affiliated groups for excess profits 
tax purposes.” Under the Revenue Act 


3 Regulation 45, Article 631, explained the reason- 
ing underlying this requirement as follows: “ The 
provision of the statute requiring affiliated corpora- 
tions to file consolidated returns is based upon the 
principle of levying the tax according to the true net 
income and invested capital of a single business en- 
terprise, even though the business is operated through 
more than one corporation. Where one corporation 
owns the capital stock of another corporation or 
other corporations, or where the stock of two or 
more corporations is owned by the same interests, a 
situation results which is closely analogous to that 
of a business maintaining one or more branch estab- 
lishments. . . . Where such branches or units of a 
business are owned and controlled through the me- 
dium of separate corporations, it is necessary to re- 
quire a consolidated return in order that the in- 
vested capital and net income of the entire group 
may be accurately determined. Otherwise opportu- 
nity would be afforded for the evasion of taxation 
by the shifting of income through price fixing, 

(continued next page) 
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of 1918, such returns became manda- 
tory for income tax purposes.‘ 

Naturally, a chief reason for pre- 
scribing consolidated returns seemed to 
disappear when, under the Revenue Act 
of 1921, the corporate income tax re- 
verted to a uniform, low, flat-rate levy. 
While consolidation was not eliminated 
by this Act, its use was made permis- 
sive, the option being reserved to any 
affiliated group.® 

The 1930 depression intervened to 
alter abruptly the career of the con- 
solidated return as a special accounting 
technique in Federal taxation. Em- 
phasizing its adverse social effects, 
several senators and congressmen charged 
the consolidated return with fostering 
the rapid growth of holding companies. 
These integrated enterprises, it was 
alleged, gained tax advantages over in- 
dependent business competitors by be- 
ing permitted to offset the losses of some 
subsidiaries against the earnings of 
others. Substantial tax savings were 
also said to accrue from such loss offsets 
and from the indefinite postponement 


charges for services and other means by which in- 


come could be arbitrarily assigned to one or another 
In other cases without a con- 
solidated return excessive taxation might be imposed 
as a result of purely artificial conditions existing be- 
tween corporations within a controlled group.” 
Regulations 45 (1920 edition). 


unit of the group. 


4 The Commissioner's authority to prescribe regu- 
lations was validated retroactively in the Revenue 
Act of 1921. 


5In recommending an optional basis, the Senate 
Finance Committee stated: “ Under existing law af- 
filiated corporations are required to make consoli- 
dated returns. Owing to the complexity of the con- 
solidated return in certain instances, the corporations 
affected would prefer not to make such consolidated 
returns, although it benefits affliated corporations 
when one or more of them sustain a loss. The con- 
solidated return is necessary to prevent evasion under 
the excess profits tax, but this necessity will disap- 
pear when the excess profits tax is repealed.” Senate 
Finance Committee, Internal Revenue Bill of 1921, 
67th Cong., Ist sess., Report No. 275, p. 20. 
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of tax on intercorporate transactions. 

The tax-savings feature, however, 
was, to some extent, the product of a 
coincidental statutory development. In 
order to conserve shrinking revenues as 
the depression deepened, Congress, in 
the Revenue Act of 1932, reduced the 
carry-forward of net operating losses 
from two years to a single year, and in 
the subsequent National Industrial Re- 
covery Act of 1933, it entirely abolished 
the loss carryover. When independent 
corporations were denied the right to 
average income, a valuable technical 
advantage ensued in the use of con- 
solidated returns. 

Partly to compensate for the tax sav- 
ings allegedly obtained by holding com- 
panies through offsetting losses and 
partly to discourage holding companies, 
Congress levied an additional tax at the 
rate of % of 1 percent on affiliated 
groups filing consolidated returns in 
1932 and 1933.° In 1934 and 1935, 
the additional rate was raised to 2 per- 
cent." 

Legislative pressure to abolish con- 
solidated returns reached its peak in 
1933-34. Late in 1933, the Ways and 
Means Committee, ostensibly seeking 
new sources of revenue, appointed a 
subcommittee to investigate methods of 
preventing avoidance and evasion of the 
Internal Revenue laws. The subcom- 
mittee agenda included the subject of 
consolidated returns. When the sub- 


6 Originally, the rate of tax was viewed as roughly 
equivalent to the tax savings from consolidation. 
With subsequent revisions and complications in the 
corporate tax, the relationship has become haphazard 
and quite uncertain. 


7 The National Industrial Recovery Act of 1933 
provided for a rate of 1 per cent applicable in 1934 
and 1935. Before this rate could take effect in these 
years, the Revenue Act of 1934 was enacted with a 
provision making the rate 2 per cent in 1934 and 
1935, 
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committee reported in December of 
1933, it recommended the complete 
elimination of consolidated returns 
which, it stated, had proved “ of sub- 
stantial benefit to the large groups of 
corporations in existence in this 
country.” > The subcommittee sup- 
ported its recommendation by reaffirm- 
ing the tax savings charge and by point- 
ing out the additional benefits from tax 
postponement. 

Before acting on the subcommittee’s 
report, the Treasury Department was 
invited to comment on this proposal. 
A statement was accordingly submitted 
by the Acting Secretary of the Treasury 
in which the proposed elimination of 
consolidated returns was characterized 
as “‘a backward step.” *® Many sound 


and legitimate business reasons were 


8 The subcommittee indictment consisted of two 
paragraphs as follows: 

"It cannot be denied that the privilege of filing 
consolidated returns is of substantial benefit to the 
large groups of corporations in existence in this coun- 
try. This is especially true in depression years, for 
the effect of the consolidated return is to allow the 
loss of one corporation to reduce the net income and 
tax of another, and during a depression more losses 
Another effect of the consolidated return is 
This is because there is no profit 


occur. 
to postpone tax. 
recognized for tax purposes on intercompany trans- 
actions, and profits on a product of the consolidated 
group, passing through the hands of the different 
members of the group, are not taxed until the prod- 
uct is disposed of to persons outside the group. 

“In the past, when any corporation could carry 
forward a net loss from one year to another, the 
consolidated group did not have such a great ad- 
vantage over the separate corporation. Now that 
this net loss carryover has been denied, the advan- 
tage of the consolidated return is much greater on a 
comparative basis.” Prevention of Tax Avoidance, 
Preliminary Report of a Subcommittee of the Com- 
mittee on Ways and Means Relative to Methods of 
Preventing the Avoidance and Evasion of the Inter- 
nal Revenue Laws Together with Suggestions for the 
Simplification and Improvement Thereof, 73rd 
Cong., 2d sess., December 1933, p. 10. 


9 Statement of the Acting Secretary of the Treas- 
ury regarding the Preliminary Report of a Subcom- 
mittee of the Committee on Ways and Means, De- 
cember 1933, p. 12. 


found to exist for multiple incorpora- 
tion of businesses. Furthermore, the 
normal operations of a multiple corpo- 
rate group entailed arrangements for 
business contracts, property transfers, 
intercompany loans and services, and 
shifts of income from one corporation 
to another. The Secretary then sug- 
gested: 


If the arrangement is a palpable evasion 
of the tax law, it can and should be dis- 
regarded, but many contracts which do 
shift income from one subsidiary to an- 
other or to the parent, are perfectly rea- 
sonable in themselves and cannot be 
proved to be evasions.'° 


In another part of his statement, the 
traditional Treasury Department posi- 
tion on the principle of consolidated 
returns was again expounded: 


Businessmen and their professional ad- 
visers, the lawyers and accountants, have 
long recognized that the one way to se- 
cure a correct statement of income from 
afhliated corporations is to require a con- 
solidated return, including therein the in- 
come and deductions of the parent and 
every subsidiary, with all intercompany 
transactions eliminated. Such a consoli- 
dated statement is simply a recognition 
of the actual fact that the separate 
corporations, though technically distinct 
legal entities, are, for all practical 
business purposes, branches or depart- 
ments of one enterprise. This fact has 
been so thoroughly established for many 
years that many afhliated corporations to- 
day would find it a practical impossibility 
to determine the income and deductions 
of any one number of the group... . The 
principal reason given in the subcommit- 
tee’s report for the abolition of the con- 
solidated return is that this would pre- 
vent the loss of one subsidiary from being 
absorbed by the income of another or of 
the parent. For reasons already stated, 
this result is not likely to follow as a 


10 Tbid. 
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practical matter. Subsidiary corporations 
now showing losses in separate statements, 
could arrange by intercompany contracts 
and by a readjustment of accounting 
methods, to obtain a fair share of the 
profits of the affiliated group. There is 
no way to prevent the bulk of such con- 
tracts because the Treasury cannot hold 
that a contract which enables a company 
to make a profit is necessarily unfair or 
evasive. Moreover, full recognition of 
intercompany transactions would often 
result in deductible losses as well as tax- 
able gains. The fact that consolidated 
returns have been regarded as absolutely 
essential to check these practices in the 
past is sufficient basis for the belief that 
these evils will recur in the future.... 
The present law permits a return in ac- 
cord with business practice, and gives the 
Treasury broad powers to make the neces- 
sary rules and regulations to prevent es- 
cape from the tax.... 1"! 


Deferring to the Treasury Depart- 
ment’s plea for the retention of con- 
solidated returns, the Ways and Means 
Committee set aside the recommenda- 
tion of its subcommittee and moved to 
retain the consolidated return. The 
Senate, however, stood firm in_ its 
position that consolidated returns should 
be discontinued. In Conference, the 
Senate’s view prevailed and the general 
privilege of filing consolidated returns 
was abolished. An exception was made 
for railroads because they were fre- 
quently required by State law to in- 
corporate their properties separately in 
each State in which such properties were 
located. 

The 2-per cent rate of additional tax, 
effective in 1934 and 1935, was sus- 
pended in 1936 by the Revenue Act of 
1936 and reinstated in 1942 by section 
159 (a) of the Revenue Act of 1942.” 


11 [bid. 


12 A tax on intercorporate dividend transfers was 
enacted under the Revenue Act of 1935, the first to 
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Not until the passage of the second 
Revenue Act of 1940 was the use of the 
consolidated return partially restored to 
all corporations. This Act permitted 
the use of consolidated returns for 
affliated groups reporting excess profits 
taxes, but the general option was made 
available once more for the income tax 
under the Revenue Act of 1942. With 
the end of World War II, the option 
was indefinitely continued for income 
tax purposes. The Excess Profits Tax 
Act of 1950 again permitted the election 
of consolidated returns for excess profits 
tax purposes. 

In reducing the intercorporate stock 
ownership requirement for affiliation 
from 95 per cent to 80 per cent and in 
eliminating the tax with respect to 
regulated public utilities, the Revenue 
Act of 1954 apparently reverted to a 
more liberal approach to consolidated 
returns. These steps may presage future 
legislative action to abolish the 2-per 
cent tax for all affiliated groups regard- 
less of industry classification. 


Importance of consolidated returns 


Since its restoration to general use in 
1942, the consolidated return has failed 
to regain the commanding position in 
the Federal tax system it held in the late 
1920’s and early 1930’s. Between 1929 
and 1951, the number of corporations 
using the consolidated return declined 
significantly, and this method of report- 
ing taxable income lapsed into a position 


put into effect a permanent schedule of graduated in- 


come tax rates. One of the purposes of the tax on 
intercorporate dividends was the installation of a 
tax as a deterrent to holding companies. Up to the 
time of this Act, dividend transfers among corpora- 
tions had not been taxed. Now it was seen that cor- 
porate rate graduation might prove administratively 
unfeasible in combination with the absence of a pen- 
alty on dividend transfers. However, in its impetus 
toward corporate simplification, the tax on inter- 
corporate dividends supplemented the tax on con- 
solidated returns. 
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of minor importance in many industries 
in which it had previously been pre- 
dominant. 

No doubt the recent reduction in the 
intercorporate stock ownership require- 
ment by a full 15 per cent and the 
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The net increase resulting from 

liberalized ownership provision is not 
easy to estimate, since there are so many 
intricate factors involved in the election 
of a consolidated return by groups 
affected by a 20 per cent minority in- 


TABLE 1 
Consouipateo INcome Tax ReturNs Firep aNnp NuMBER OF Supsiptaries INcLupEp, 1928-1950 


Consolidated Returns * 


oo Total 


er Ce ; 
Per Cent Number 


of Total 


Number 


100.0% 
100.0 
100.0 
100.0 
100.0 
100.0 


100.0 
100.0 { 
100.0 35 
100.0 30 
100.0 22 
100.0 31 


100.0 44 
100.0 65 
100.0 737 
100.0 1,005 
100.0 1,009 
100.0 1,080 


100.0 763 
100.0 767 
100.0 78 
100.0 936 
100.0 998 
100.0 1,180 


5,870 
5,408 
4,067 
2,698 
1,272 
1,880 

147 
9 


1928 
1929 
1930 
1931 
1932 


9,300 
8,754 
8,951 
8,495 
7,426 
1933 7,101 


1934 445 
1935 63 
1936 98 
1937 93 
1938 102 
1939 108 


1940 112 
1941 107 
1942 942 
1943 1,282 
1944 1,298 
1945 1,409 


1946 1,148 
1947 1,210 
1948 1,418 
1949 1,679 
1950 1,618 
1951 1,940 


With Net Income 


Per Cent 
of Total 


Number of 
Subsidiaries 


With No Net Income 


’ Per Cent 

Number of Total 
36.9% 
38.2 
546 
68.2 
82.9 
73.5 
67.0 
85.7 
643 
67.7 
78.4 
713 


60.7 


63.1% 
618 
45.4 
318 
17.1 


3,430 
3,346 
4,884 
5,797 
6,154 
26.5 5,221 


33.0 298 
143 54 
35.7 63 
32.3 63 
216 80 
28.7 77 


393 68 
60.7 42 39.3 
78.2 205 218 
78.4 77 21.6 
77.7 289 22.3 
76.7 329 223 


66.5 385 33.5 
63.4 443 36.6 
61.9 540 38.1 
55.7 743 443 
61.7 613 38.3 
60.8 760 39.2 


na, 
30,112 
32,209 
31,307 
29,232 
28,589 


2,522 
464 
722 
693 
690 
715 


709 
706 
5,584 
6,165 
5,780 
6,093 


5,087 
5349 
6373 
6,825 
6,692 
7,551 


1951, and No. S-3012, April 3, 1952; Statistics of Income for 1960, Part 2, Preliminary 
Report; Statistics of Income for 1961, Part 2. 


* Excluding excess profits tax returns. 
n.a. Not available. 


elimination of the 2-per cent tax for 
most public utilities will promote the 
use of consolidated returns. In many 
corporate sectors, there is ample room 
for an expansion in the number of 
groups eligible to avail themselves of 
this method. In recent years, for ex- 
ample, only about 25 per cent or 35 per 
cent of all public utility income has 
been reported on a consolidated basis. 


terest. 
The statistical data below cover 1951 
and preceding years. 


Consolidated returns in relation to 
total corporate returns. In 1929-1932, 
the four-year period prior to the im- 
position of an additional tax, an average 
of 8,407 consolidated returns were filed 
each year by affiliated groups which in- 
cluded within them an average of about 
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30,715 subsidiaries. By contrast, in the 
four-year period, 1948-1951, the num- 
ber of consolidated returns filed an- 
nually averaged about 1,640, approxi- 
mately one-fifth of the previous figure, 
and the number of subsidiaries averaged 
6,860, also about one-fifth of the earlier 
total. (See Table 1.) 
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corporations, over 50 per cent of their 
net income, and over 53 per cent of the 
income tax were accounted for on con- 
solidated returns. In the years 1948- 
1951, the corresponding ratios had 
dwindled to 8.0 per cent, 7.8 per cent, 
and 8.1 per cent respectively. (See 
Table 2.) 


TABLE 2 
Gross AND Net Income AND INcoMe Tax Reportep ror Att Corporate Returns 
AND For CoNnsoLipaTen Returns, 1928-1931 anv 1948-1951 


(Money figures in billions) 


1928 1929 1930 


Gross income: 


All corporate 
returns ..... $153.3 

Consolidated 
returns 

Ratio of con- 
solidated to 
all returns .. 


$161.2 $136.6 $108.1 


69.8 72.5 65.9 


48.3% 
Net income: 
All corporate 


returns 
Consolidated 


$106 $117 $6.4 


Ratio of con- 
solidated to 
allreturns .. 47.7% 511% 525% 

Income tax: 

All corporate 
returns 


Consolidated 


$1.2 $1.2 $.7 $4 


returns 6 6 A 2 


Ratio of con- 
solidated to 


all returns .. 49.9% 529% 56.0% 


1931 


50.2 


16.5% 


$3.7 
returns 5.1 6.0 34 18 


50.1% 


543% 


Aver- 
age 
1928- 
1931 


1949 §=1950 §=1951 


$411.0 $393.5 $4296 $479.2 


313 30.1 30.9 45.7 


16.3% 76% 72% = 95% 


$36.3 $44.1 $453 
2.6 , 3.3 42 


75% = 9B% 


$159 $19.6 
12 19 


53.37% 74% 7.7% = 9.7% 8AQ% 


No. 8-3012, April 3, 1952; Statistics of Income for 1950, Part 2, Preliminary Report; 


Statistics of Income for 1961, Part 2. 


Note: Due to rounding of money figures, some percentages may appear inexact. 


A more significant decline in the 
position of consolidated returns is 
measured by the proportion of total 
corporate gross and net income and in- 
come tax reported on consolidated re- 
turns. In the years 1928-1931, over 46 
per cent of aggregate gross income of 


Use of consolidated returns by various 
industry groups. A similar index may 
be used to measure the importance of 
consolidated returns in various industry 
groups. For this purpose, the propor- 
tion of any industry’s income, gross and 
net, and of the tax paid may be com- 
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pared in two representative years. The 
years here selected for comparison are 
1929 and 1951, reflecting changes over 
a 22-year period. 

In 1929, outstanding major industry 
groups—mining, manufacturing, and 
public utilities—reported one-half or 
more of their total income and tax on 
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tionment of consolidated returns be- 
tween net income and deficit (no net 
income) classes from 1932-1951 shows 
that the number of affiliated groups sub- 
ject to the additional tax has increased 
substantially. When the additional tax 
was first levied in 1932, only 17 per 
cent of the total number of consolidated 


TABLE 3 
Per Cent or Tota Corporate Gross AND Net INcoME AND INcoMe Tax Reportep 
ON CoNsOLIDATED RETURNS FOR SELECTED INDUSTRY Groups, 1951 AND 1929 


Ratio of Consolidated Returns to All Corporate Returns 


1951 

Industry Group 
Gross Net 
Income 


Agriculture, forestry, fishery .. 
Mining and quarrying 
Construction 
Manufacturing 
Food, beverages, tobacco ... 
Rubber 
Chemicals 
Metal products * 
Petroleum and coal 
Public utilities 
Transportation 
Communications 
Electricity and gas 
Trade 
Service 
Finance 


16.6% 
53 
3.1 
9.1 
9.0 
04 
1.1 

23.5 
50.0 
25.4 
7.1 
68.4 
24.7 
3.0 
13.8 
44 


Income 


28.7% 


1929 
Net 


Income 


Income 
ro 
lax 


Gross 
Income 


Income 


Tax 


33.4% 
57.1 
146 
57.2 
62.0 
81.6 
78.6 
67.3 
na. 
83.0 
n.a. 
n.a,. 
n.a. 
22.0 
278 
208 


111.3% f 
74.2 
318 
47.2 
548 
26.5 
80.8 
67.7 
n.a. 
82.6 
n.a, 
n.a, 
n.a. 
41.1 
57.5 
18.9 


41.7% 
58.9 
248 
59.0 
523 
65.4 
78.9 
64.1 
n.a, 
80.2 
n.a. 
n.a, 
n.a. 
35.3 
405 
22.2 


25.0% 
5.5 


67.3 
24.9 
33 
13.5 
73 


Source: Statistics of Income, 1961, Part 1, and Statistics of Income, 1929. 
* Only primary metals included in 1951 category. 
+ Reflects large amounts of deficits in total corporate group. 


n.a. Not available. 


consolidated returns. This was nearly 
uniformly true in many important 
branches of manufacturing. By 1951, 
the consolidated return did not pre- 
dominate in any major industry, except 
communications, although it continued 
to occupy an important position in 
agriculture, public utilities, metal prod- 
ucts, and petroleum and coal products. 


(See Table 3.) 


Relation between net income and 
deficit consolidated returns and total 
assets classes. Analysis of the appor- 


return taxpayers were taxable and in 
1933-1935, the number of taxable 
affiliated groups did not exceed one- 
third of the total in any one year. By 
comparison, the World War II and post- 
war records have been consistently 
better. Over the period 1942-1951, 
roughly two-thirds to three-fourths of 
all affiliated groups incurred the tax. 
(See Table 1.) 

Affiliated groups divided into net in- 
come and deficit classes also may be ar- 
ranged by total assets classes. (See 
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Table 4.) Such a classification for the 
year 1949 clearly indicates that the pro- 
portion of consolidated returns in any 
total assets class showing net income 
varied directly with the size of that 
total assets class. Similarly, the propor- 
tion of consolidated returns in any total 
assets class showing a deficit varied in- 
versely with the size of the total assets 
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dominant position of large corporate 
enterprise in the use of consolidated re- 
turns is demonstrated by the data in 
Tables § and 6. Table 5 compares 1929 
and 1949 with reference to the number 
of returns and amount of net income or 
deficit distributed among ten net in- 
come and deficit classes. The data in 
this table indicate that a similar income 


TABLE 4 


Att Consoripaten Returns, Consotipatep Returns Wirn Net Income aNp WitH 
No Ner Income Disrrisutep py Torar Assets Crasses, 1949 


Consolidated Returns 


Consolidated Returns 


All Consoli- 
dated Returns With Net Income With No Net Income 
Total Assets Classes Satan ———--——- ——--— 
(In thousands Num- Num- Num- PerCent Num- Num- PerCent Num- 
of dollars) ber of _ ber of berof of Total _ ber of berof of Total _ ber of 
Re-  subsidi- Re- in Assets subsidi- Re- in Assets subsidi- 
turns aries turns Classes aries turns Classes aries 
Total 1,630 6,587 914 56.1% 4,647 716 43.9% 1,940 
Under $ 50 75 84 25 33.3 28 50 66.7 56 
$ 50 under 100 104 120 42 40.4 52 62 59.6 68 
100 under 250 260 343 128 49.2 162 132 50.8 181 
250 under 500 203 349 106 52.2 183 97 478 166 
500 under 1,000 234 421 119 508 215 115 49.2 206 
1,000 under 5,000 392 1,169 229 58.4 666 163 416 503 
5,000 under 10,000 106 596 66 62.3 293 40 37.7 303 
10,000 under 50,000 134 ~=:1,182 96 716 908 38 28.4 274 
50,000 under 100,000 42 426 29 69.0 276 13 31.0 150 
100,000 and over 80 1,897 74 92.5 1,964 6 75 33 


Source: Statistics of Income for 1949, Part 2, Preliminary. — 


class. In other words, the larger the 
total assets class, the larger was the per- 
centage of returns with net income and 
the smaller the percentage of deficit 
returns. Thus, affiliated groups in the 
smallest assets-size bracket, those with 
less than $50,000, had only one-third of 
their number in the net income cate- 
gory and two-thirds in the deficit class. 
Those in the highest assets-size bracket 
—$100 million and over—had 92.5 per 
cent of their total in the net income 
category and 7.5 per cent in the deficit 
group. 

Relation between net income and 
deficit consolidated returns and net in- 
come and deficit classes. The pre- 








pattern has prevailed for the two years 
compared in the 20-year period. How- 
ever, the 1949 distribution is far more 
skewed than the 1929 distribution ow- 
ing to the marked increase in the top 
bracket class in the number of returns 
included and, particularly, the propor- 
tionate amount of net income or deficit. 
In interpreting these data, allowance 
must be made, of course, for the change 
in the characteristic size of business 
units, money inflation, and the repre- 
sentativeness of the years compared. 


Relation between ownership of selected 
balance sheet items and total assets 
classes. The predominant position of 
the large corporate group can also be 
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shown by the concentration in the 
ownership of certain selected balance 
sheet items indicative of financial 
strength. (See Table 6.) The salient 
fact emerging from the data in Table 6 
is that the top assets-size group consist- 
ing of 4.5 per cent of all groups filing 
consolidated returns holds about 86 per 
cent of the total assets of such taxpayers 
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holding company structures, often com- 
pelling numerous operating subsidiaries 
to coalesce into more efficient, integrated 
units. 

Compared to the more basic forces of 
technological change and _ operating 
efficiency, the tax factor appears as a 
sufficient, but not necessary, reason for 
the declining importance of consolidated 


TABLE 5 
Percentace DistrisuTion or Consouipatep Returns With Net INcome 
AND WitH No Net Income sy Ner Income ANp Dericir 
CLasses, 1949 aANp 1929 


1949 


1929 
Met Income end Returns With Returns With Returns With Returns With 
Deficit Classes Net Income No Net income Net Income No Net Income 
(In thousands) Number N Number Number . Number 
Net . Net 5 
o Secome of Deficit of Seneene of Deficit 
Returns Returns Returns Returns 
Under $ 5 14.6% * 213% 02% 14.5% 0.0% 189% 0.2% 
$ 5 under 15 15.0 0.1% 18.2 0.7 12.1 0.1 168 0.7 
15 under 25 10.9 0.1 98 03 7.7 0.1 83 0.7 
25 under 50 10.5 02 13.3 19 94 03 138 23 
50 under 100 9.0 03 12.1 33 11.0 0.7 13.8 45 
100 under 250 11.1 08 123 78 13.7 2.0 14.1 10.1 
250 under 500 76 1.2 53 75 9.0 29 6.7 108 
500 under 1,000 5.0 15 4.0 11.0 83 53 3.7 118 
1,000 under 5,000 9.2 88 3.0 24.5 98 188 36 32.2 
5,000 and over 7.2 87.2 08 423 44 69.7 04 26.8 
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 





Source: Special Tabulation, Statistical Division, Bureau of Internal Revenue and Statistics of 


Income for 1949, Part 2, Preliminary. 
* Amount negligible. 


Note: Figures may not add to 100.0% because of rounding. 


and that the ownership of significant 
asset items by the other nine assets-size 
groups listed in the tabulation is very 
small by comparison. 


Reasons for the decline in consolidated 
returns 


The decline in the importance of con- 
solidated returns may be explained by 
economic factors responsible for shrink- 
ing the population of affiliated groups 
as well as by tax factors. Strong pres- 
sures over the past two decades—tech- 
nological change, war, heavy taxation, 
and legislative reform—have acted upon 


returns. But, since this survey is con- 
fined to tax factors—rates and income 
tax provisions—the broad economic 
forces need not be considered. Out- 
standing among recent changes in tax 
provisions have been: 


(1) The enactment of liberal net oper- 
ating loss carry-overs available to 
all corporate taxpayers. 

(2) The new rate schedules and struc- 
ture of the corporate tax, partic- 
ularly with respect to graduation 
and surtax exemptions. 

(3) With higher surtax schedules, the 
smaller amount of intercompany 
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dividends which, in a consolidated 
return, would offset the tax other- 
wise applicable to such dividend 
income at prevailing rates. 


As these changes have the most direct 
bearing on the tax considerations re- 
sponsible for the decline in the use of 
consolidated returns, they will be 
analyzed further. 


The net operating loss carry-over. In 
1933, a major reason for the statutory 
restriction on consolidated returns was 
the premium afforded affliated groups 
in the offsetting of subsidiary losses 
against consolidated net income. In 
1939, after a six-year denial, a net 
operating loss carry-over was reestab- 
lished in the form of a two-year loss 
carry-forward. To some extent, this 
provision neutralized the advantage of 
consolidated returns to affiliated groups 
with net operating losses. Subsequent 
revenue laws went even further in 
liberalizing the treatment of business 
losses. In 1942, when the general 
option to file consolidated returns was 
revived, a two-year carry-back was 
added providing a five-year averaging 
period for business income. Under the 
Revenue Act of 1950, the averaging 
period was extended to 7 years and un- 
der the Revenue Act of 1954 to 8 
years."* Although these provisions 
would probably make it possible for 
most losses to be absorbed eventually, 
the consolidated return continues to 
offer to affliated groups a larger current 
income base against which losses can be 
offset in the taxable year. In an abstruse 
sense, this advantage can be interpreted 
as savings accruing from dispensing 
with the necessity for discounting a loss 


18 The Revenue Act of 1950 provided a 5-year 
carry-forward plus a one-year carryback. Under the 
Revenue Act of 1954 the carryback will be extended 
by an additional year. 
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by bringing it forward as a carry-over 
against future income. 

The loss offset allowance in a con- 
solidated return is, nevertheless, not 
without its drawbacks. It is hedged 
about by complex limitations which 
may appreciably reduce its value. 

Although the liberalization of the loss 
offset provision has undoubtedly caused 
many affiliated groups to abandon the 
consolidated return, the benefit of cur- 
rent deductibility still seems to attract 
groups in many risky industries. For 
instance, extensive use of consolidated 
returns is made by the petroleum in- 
dustry in which exploration and de- 
velopment activities may lead to losses 
by an affiliated corporation. A similar 
condition holds for such industries as 
chemicals and metals in which subsidi- 
aries are often used to operate experi- 
mental or development pilot projects. 


Structural changes in the corporate 
income tax. A fundamental structural 
difference between the prewar corporate 
income tax and the one in effect since 
1942 derives from the steeper gradu- 
ation in corporate tax rates. From the 
beginning of World War II, effective 
rates have, generally speaking, more 
than doubled for small corporations, but 
for large corporations they have more 
than tripled. Widening the effective 
rate gap has affected the relationship of 
consolidated to separate returns by in- 
terposing a calculable tax cost differ- 
ential on small corporations which elect 
to merge into larger income units. 

The diverse effect of these structural 
changes can be illustrated by comparing 
earlier tax scales with those in effect 
since 1942. In 1928 and 1929, when 
consolidated returns had reached a peak 
in popularity, most corporate taxpayers 
were subject to a relatively low, flat- 


BF cu tl laa a a 
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rate tax on income. The rate was uni- 
formly 12 per cent in 1928, and in 1929 
it was 11 per cent, a specific exemption 
of $3,000 being allowed on corporate 
incomes below $25,000. In 1932 and 
1933, just prior to the revocation of the 
general option to file consolidated re- 
turns, the rate was again made uniform 
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per cent on income up to $25,000. 
With allowance for further progression 
on incomes in the “ notch” area, as in- 
come rose from $25,000 to $50,000, 
rates jumped 13 percentage points to a 
maximum of 40 per cent. Throughout 
1946-1949, progression on corporate in- 
comes up to $50,000 was continued, the 


TABLE 6 
Secectep Asset AND Liasitity IreMs, NuMBER OF ConsoLipaTeD ReturNs With BaLaNce SHEETS 
AND NUMBER OF SUBSIDIARIES, Gross AND Net INcOME AND INcOME Tax Patp 
Distrisutep By Tora, Assets Crasses, 1951 


(Total Assets Classes in thousands) 


Total Assets Classes 





be - 
= & a a 
> a r= r= r= 3 E = 2 
41.4 bo ce gecen-e 35 se 3& 86 
s 8 38 88 88 22 So ce ca se So. 
-- ~ £n BB & OA GAR BH BA BH BE 
Number of returns ... 100.0% 4.1% 5.7% 142% 13.0% 121% 271% 84% 86% 23% 45% 
Number of subsidiaries 1000 13 19 46 5.1 62 184 122 174 56 273 
Assets: 
Investments, govern- 
ment obligations 100.0 * * * * * 05 05 33 2.7 93.0 
Other investments .... 100.0 * * * 01 0.2 19 19 61 54 844 
Gross capital assets ... 1000 * * iw 0.1 0.2 14 14 46 44 879 
Total assets .......... 100.0 * * 0.1 0.1 03 18 17 58 47 855 
Liabilities: 
Capital stock, common 100.0 ° ° 0.1 0.2 0.2 11 1.1 35 34 904 
Surplus and undivided 
SOO. ¢anevwarnwin 100.0 ° * 0.1 02 03 19 2.1 79 7 818 


Source: Statistics of Income for 1951, Part 2. 
* Amounts negligible. 


at 1334 per cent. With uniform rates, 
it was not particularly material whether 
joint filing increased the amount of 
taxable income. This could no longer 
be disregarded in 1942, however, when 
the general option was restored for in- 
come tax purposes. Not only had tax 
rates increased greatly but the corporate 
income tax had become quite progres- 
sive up to the $50,000 income level. 
Small business, defined as companies 
with net incomes up to $25,000, was 
taxed at effective rates stepped up from 
25 per cent on the first $5,000 to 27 


tax on small business varying from 21 
per cent on the first $5,000 to 23 per 
cent on net income up to $25,000. Be- 
tween the $25,000 level and $50,000, 
effective rates jumped 15 points to a 
maximum of 38 per cent. 

Later, the tax structure was further 
remodeled. With the Revenue Acts of 
1950 and 1952, progression was ex- 
tended on up the income scale, the 
maximum effective rate being attained 
only at the level of, say, $10 million. 
But the more revolutionary innovation 
was the sharp break in effective rates at 
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the $25,000 income limit owing to the 
jump in marginal rates at that point. 
At this dividing line, under the 1952 
rate schedule, the marginal rate moved 
up 22 percentage points. This effect 
was achieved by replacing intermediary 
rate progression with a simple, dual- 
rate structure consisting of a normal 
tax, applicable to all corporations, and a 
surtax applicable only to corporate net 
incomes exceeding a surtax exemption 
of $25,000. In 1952, the normal tax 
rate was 30 per cent and the surtax rate, 
22 per cent, resulting in a marginal rate 
of 52 per cent on the portion of income 
in excess of $25,000. On and after 
April 1, 1956, the normal tax rate is 
scheduled to fall to 25 per cent and the 
marginal rate to 47 per cent on incomes 
in excess of $25,000. 

Since 1942 the burden on a taxpayer 
forfeiting its status as a small business 
had grown substantially heavier. Under 
the 1942-1949 tax schedules, savings 
could be achieved by splitting up aggre- 
gate net income into fragments of less 
than $50,000, even though the 53 per 
cent marginal rate in the “ notch” area 
made it preferable to fragmentize in- 
come into portions of $25,000 or less. 

At the 1950 and subsequent tax rates, 
there are no tax savings unless corpora- 
tions or affiliated groups can be split up 
into units of $25,000 or less for the 
purpose of multiplying surtax exemp- 
tions, the full value of each of which is 
now worth $5,500." 

Rate progression prior to 1950 and 
the surtax exemption thenceforth has 
added a measurable money expense to 
affiliated groups filing consolidated re- 
turns. This point may be illustrated 
by means of simple examples.’° Under 


14 The minimum excess profits tax credit of 
$25,000 for excess profits tax years would have, at 
the 30-per cent rate, a full value of $7,500. 
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the 1942 rates, a group composed of a 
parent and two subsidiaries splitting a 
$75,000 income equally three ways in 
separate returns would incur a tax lia- 
bility of $20,250. By filing a con- 
solidated return and paying taxes at the 
maximum rate plus the 2-per cent sur- 
tax addition, the tax liability would in- 
crease by $11,250, nearly 56 per cent 
more than would be due on a separate 
return basis. Under the 1952 rates, the 
tax benefit forfeited for this group 
would amount to $11,000. 

Since the cost of foregoing the mul- 
tiple surtax exemptions is a constant 
figure, determined only by the number 
of small subsidiaries in the affiliated 
group, its relative burden diminishes as 
the size of the group’s income increases. 
It will amount to 11 per cent of a con- 
solidated surtax net income of $100,000 
for a group with two small subsidiaries. 
If the group’s consolidated surtax net 
income were $1 million, the burden 
would be 1.1 per cent. From these 
calculations, it may be concluded that 
the rate deterrent to the election of con- 
solidated returns is felt principally by 
affliated groups of corporations with 
small incomes. It is, however, out- 
weighed by other considerations in the 
case of affiliated groups made up of large 
corporations whose individual incomes 
may be well in excess of $25,000. 

It should be emphasized that the cost 
of foregoing multiple exemptions is but 
one among a multitude of factors which 
are brought into play upon the election 
of a consolidated return. 


Intercompany dividend income. The 
amount of intercompany dividend in- 
come transferred within the affiliation is 
another important consideration in the 


15 The effect of intercompany dividends is not 
considered, 
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decision to elect a consolidated return. 
Owing to the higher level of wartime 
and postwar rates, effective tax rates on 
dividend income have naturally risen in 
proportion to the increase in total cor- 
porate rates. However, the cost of filing 
a consolidated return, measured by the 
amount of dividend income otherwise 
taxable, has been cheapened con- 
comitantly. Under the higher rates, 
proportionately less dividend income is 
needed to counterbalance the 2-per cent 
surtax addition. This condition has 
probably enhanced the utility of con- 
solidated returns even where dividend 
income has tended to fall off. 

In contrast to the nontaxability of 
intercompany dividend income before 
1933, the last year of the general option 
to file consolidated returns, the tax on 
this type of income in 1942 had risen to 
a maximum effective rate of 6 per cent. 
The 2-per cent surtax charge would 
just equal the tax on dividend income 
if intercompany dividends amounted to 
one-third of consolidated surtax net in- 
come.'® Under the 1952 rates, with a 
maximum tax on dividends of 7.8 per 
cent, the counterbalancing dividend in- 
come had declined to about 26 per cent 


16 This ratio has been computed by applying the 
formula: 
x .02 
y ER 
where x represents the amount of intercompany divi- 
dends, y is the amount of consolidated surtax net in- 
come and ER the effective rate of tax on intercor- 
porate dividends. With a maximum effective rate of 
7.8 per cent from 1950 on through March 31, 1955, 
and a constant marginal rate of $2 per cent on in- 
come in excess of $25,000, the intercorporate divi- 
dend income, which exactly offsets the 2-per cent 
surtax addition, works out to 25.64 per cent, ex- 
pressed as a percentage of consolidated surtax net in- 
come. However, these figures would probably be 
limited in application to a pure context where no 
distortions resulting from other considerations would 
exist. As such they can best be regarded as illustra- 
tive only. 
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of consolidated surtax net income for 
all income over $25,000.'7 Under the 
rates to take effect on April 1, 1956, the 
corresponding figures will be 7.05 per 
cent and 28.4 per cent. Consolidated 
returns, therefore, have remained at- 
tractive to industries in which affiliated 
corporations regularly transfer sub- 
stantial amounts of earnings internally 
as in public utilities, trade and service 
chains and integrated manufacturing 
groups. 


Justification for the tax on consolidated 
returns 


Although the tax on consolidated re- 
turns was originally justified as much by 
welfare (i.e. anti-holding company) 
reasons as by administrative or technical 
ones, only the technical reason appears 
to have survived to the present. In 
recent legislative hearings on tax re- 
vision, debate on the 2-per cent tax 
turned exclusively on the technical 
aspect. Welfare considerations were 
mostly ignored and, if they persisted at 
all, were transmuted into the technical 
argument stressing tax savings. 

At present, the question of the tax 
treatment of consolidated returns re- 
mains fast in its peculiar dilemma. On 
technical grounds, the removal of the 
tax has been supported by the conten- 
tion that consolidated returns afford no 
special tax benefits and the afhiliated 
group constitutes a taxable entity no 
different from an independent business. 
But the weakness in this contention 
seems to stem from the instability of 
affiliation as a legal relationship." 


17 See footnote 15. 


18 In rebuttal, it may be pointed out that the sta- 
tistics show the number of affiliated groups filing 
consolidated returns to have been fairly constant 
since 1943 (See Table 1.). It cannot be determined, 
however, whether the constant totals cover the same 
or different taxpayers. 
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Thus, the elective feature of the law 
implies that affiliation is a contingent 
and easily broken tie. The innumera- 
ble adjustments prescribed by the regu- 
lations exist principally for the purpose 
of preventing tax benefits accruing to 
corporations moving in and out of con- 
solidation. Even though the election to 
file consolidated returns is irrevocably 
binding for subsequent years,’® a new 
election has been allowed, because of 
changes in law alone, in about 18 out of 
the past 25 years and in at least 8 out of 
the 10 years 1944-1954. 

Many tax technicians favor a manda- 
tory-type in order to 
stabilize the affiliated group in its elec- 
tion over a longer period of time. This, 
it is believed, would reduce materially 
the windfall benefits involved in the 


commitment 
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propitious timing of an election—when 
a sizable surplus accumulation had to be 
shifted as dividends among members of 
an affliated group, or when one or more 
members developed losses useful in off- 
setting the profits of others. A manda- 
tory type of return, however, would 
create a hardship and prove to be a 
nuisance in an era of intense corporate 
activity. Moreover, the present 80 per 
cent stock ownership standard would 
appear to make such a commitment 
even more unsuitable. 


19 An election to file consolidated returns is bind- 
ing for later years except where (1) a new member 
joins the group and such corporation was not created 
or organized by another member (2) the law or 
regulations have been amended making “ less advan- 
tageous to affiliated groups as a class” the continued 
filing of consolidated returns and (3) the Commis- 
sioner, upon application by the common parent, 
grants permission to change to separate returns. 





REVISION OF THE INTERNAL REVENUE CODE 
AND SECTION 102 


JAMES K. HALL * 


Spies hearings of the Ways and Means 
Committee ' of the House of Repre- 
sentatives on the revision of the Internal 
Revenue Code were initiated June 16, 
1953, and completed on August 14, 
1953, with forty selected subjects re- 
ceiving public testimony and comment.” 
The purpose of the hearings was to pro- 
vide material relevant to a general re- 
vision of the Code which was to receive 
the consideration of the Congress. 
Topic 39 concerned Section 102 of 
the Code which relates to the unreason- 
able or improper accumulation of cor- 
porate surplus. The major part of the 
public testimony consisted of statements 
from industrial and trade organizations 
and chambers of commerce.’ However, 
statements also were submitted by the 
American Institute of Accountants, the 
American Taxpayers Association, the 
Research Institute of America, the 


* The author is Professor of Economics at the 
University of Washington at Seattle. 


1 Under the chairmanship of Congressman Daniel 


J. Reed. 


2 The printed hearings consist of four volumes of 
2,916 pages, Parts 1 to 4 inclusive, General Revenue 
Revision, Hearings, Committee on Ways and Means, 
House of Representatives, 83rd Congress, Ist Session. 


% Chamber of Commerce of the 
Pennsylvania State 
Chamber of Commerce; 


United States; 
Ohio 
Illinois State Chamber of 
Commerce; Georgia State Chamber of Commerce; 
of State Chambers of Commerce; Los 
Angeles Chamber of Commerce; Commerce and In- 
dustry Association of New York, Inc.; National As- 


Chamber of Commerce; 


Council 


sociation of Manufacturers; National Association of 
Wool Manufacturers; National Machine Tool Builders 
National Association; Machinery 
and Allied Products Institute; and American Mining 
Congress. 


Association; Coal 


American Federation of Labor, and by a 
few individuals. The published tran- 
script of the testimony consists of forty 
pages, including a proposed draft of a 
revised Section 102. With a single ex- 
ception — that of the American Federa- 
tion of Labor — the statements were 
critical of Section 102 and recom- 
mended substantial revisions or, in some 
instances, outright repeal.° 

Among the criticisms directed at 
Section 102 were the following three 
contentions: that the base of the penalty 
tax was too broad —the tax should 
apply only to that part of the “ un- 


distributed section 102 net income” 


which represented an improper accumu- 
lation; that the attachment of the bur- 
den of proof to the taxpayer corpora- 


tion imposed an unreasonable and 
difficult requirement on the corporation, 
and consequently, that the burden of 
proof should be on the Commissioner 
both as to the unreasonableness of the 
accumulation as well as to the specific 
amount which was alleged to be un- 
reasonable; and that dividends paid 
within 75 days following the close of 
the corporation’s tax year be deductible 
in computing Section 102 net income, 
should the corporation so elect. 


4David M. McConnell, Attorney, Charlotte, 
N. C.; Ellsworth C. Alvord, Washington, D. C.; 
and Philip A. Hershey, C. P. A., 
Calif. 


San Francisco, 


5 Section 102 repeal was urged by the Commerce 
and Industry Association of New York, Inc.; the Re- 
search Institute of and by Philip A. 
Hershey. 


America; 
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The Machinery and Allied Products judge the reasonableness of the accumu- 
Institute, through its secretary, Charles lation on the basis of hindsight exercised 
W. Stewart, introduced one of the more some years subsequent to the tax year 
elaborate indictments of the Section as or years of alleged unreasonable accu- 
it stood at the time.® Although stating mulation; that revenue agents often 
that it “takes no exception to a well- used the Section as a club to force tax- 
conceived and reasonably administered payer concessions on other tax issues; 
section 102,” the Institute observed that and that there was placed on the tax- 
“it is clear that section 102 is an out- payer an “ unwarranted double burden 
standing example of a provision in the of proof.”* The “ immediacy” doc- 
Internal Revenue Code which has long trine, from which Section 102 derived 
required amendment.” * Further, no small part of its effectiveness, also 
was subjected to critical comment by 


Unlike many other needed revisions it . 
the Institute. 


can be corrected now with only a token R dat; £ he al ’ 
loss in revenue and yet at the same time ecommendations for the alteration 


provide tremendous stimulus to enterprise of Code Section 102 by the Institute 


and industrial growth. We can cite no Were summarized as follows: 
more direct manifestation of the commit- 
tee’s objective to improve the Internal 
Revenue Code and to eliminate impedi- 
ments to healthy and expanding business 
activity than a thoroughgoing revision of 
section 102 along the lines we have recom- 


mended.* (Italics added) 


In its criticism the Institute stated that (2) Provide that once the taxpayer has 
Section 102 was “ vague and subjec- submitted to the Commissioner a state- 


tive” in its application establishing a — indicating the meal behind ite sc- 

a . : : cumulation of earnings, the burden of 
psychological barrier to sound business peeel in. determining thet. sech accumn- 

policy”; that small and growing cor- lations are unreasonable shall be upon the 

porations with substantial annual varia- Commissioner. 

tions in income were particularly (3) Provide that the section 102 tax 

penalized under the Section for they shall be imposed, not on the entire amount 


. . f ings 
were obliged to retain funds over ex- of accumulated earnings for the taxable 
: . , , year in question, but only upon that part 
tensive time intervals in order to pro- 


: : determined to be unreasonable. 

vide for growth and for financial pro- (4) Indicate in the committee report 
tection against fluctuations in business accompanying the revision of section 102 
volume; that Bureau of Internal Rev- the intention of Congress that, when 
enue officials were given an unfair ad- judging the reasonableness of an accumu- 
lation, the facts available to the corporate 
officers at the time of the accumulation 


(1) Incorporate into the law a state- 
ment of congressional intent destroying 
the immediacy doctrine under which ac- 
cumulations for indefinite, but neverthe- 
less real, business needs are suspect, and 
frequently made liable to the penalty tax. 


vantage in that the combination of 
the three-year statute of limitations, 

plus waivers, permitted the Bureau to —® Ibid., pp. 2129-30. 
In the words of the Institute 
6 General Revenue Revision, Hearings, Committee a8 it now reads, the Commissioner’s determination of 
on Ways and Means, op. cit., Part 3, pp. 2126-35. reasonableness [is] given a presumption of correct- 
T Ibid., p. 2134. ness, plus an additional presumption that unreason- 
able accumulations are determinative of a purpose to 

8 [bid., pp. 2134-5. avoid surtaxes.” Ibid., p. 2130. 


“under the tax law 
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shall be controlling, rather than the facts 
available to the Commissioner by hind- 
sight in the year in which the deficiency 
is assessed,'° 


One of the more extensive statements 
critical of Section 102 was a memoran- 
dum containing a proposed draft of a 
bill designed to implement the various 
suggestions made therein for amending 
the Section."! Some eight proposals for 
amendment are found in this memo- 
randum as follows: 


1. Requirement that purpose to avoid 
surtax upon shareholders be a substantial 
factor in inducing accumulations 

2. Elimination of presumptive exist- 
ence of purpose to avoid surtax on share- 
holders if there has been no increase during 
the taxable year in unneeded assets 

3. Elimination of presumptive exist- 
ence of purpose to avoid surtax on 
shareholders if there has been no in- 
crease in the aggregate in unneeded assets 
during the three years preceding the end 
of the taxable year 

4. Requirement of a “ significant” in- 
crease in unneeded assets 

5. Exclusion of treasury stock in meas- 
ing unneeded assets [This proposed 
amendment would permit a corporation 
to avoid the application of Section 102 
by using its earnings; e.g., in the form of 
liquid assets, for the purchase of its own 
stock. | 

6. Elimination from section 102 net 
income of foreign taxes claimed asa credit 
against Federal taxes 

7. Definition of the term “ assets rea- 
sonably needed in the business” 

8. Proposed retroactive effect of the 
amend ments \* 


10 bid., pp. 2130-31. , 


11 The writer is uncertain as to the authorship of 
this memorandum. It is presumed, possibly incor- 
rectly, that it was submitted by the Council of State 
Chambers of Commerce. 


12 [bid., pp. 2142-48. Detailed discussion of these 
proposed amendments is found in the Memorandum; 
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[ The above proposed amendments would 
apply retroactively to all unclosed cases 
under the Section at the time of taking 
effect. | 


The American Federation of Labor, 
alone in its support of the Section in its 
present form, opposed any shift in the 
burden of proof from the taxpayer 
corporation to the Bureau and sug- 
gested, in view of the comparatively low 
level of Section tax rates, that Con- 
gressional consideration be directed 
towards upward rate revision."® 

The statements made by the various 
persons and organizations before the 
Ways and Means Committee regarding 
the Section provide continuing evidence 
of the very real pressures, which have 
long existed, for its drastic revision. 
Efforts to revise the Section have been 
especially intense since the Revenue Act 
of 1938. That Act increased the 
Section’s enforceability by making un- 
reasonable corporate accumulations evi- 
dence determinative of the purpose of 
personal tax avoidance and establishing 
on the taxpayer the burden of proving 
by the clear preponderance of evidence 
that the interdicted purpose was not 
present. If the volume of criticism and 
the long-continued energetic efforts 
directed to the revision of Section 102 
are any measure of its importance, a 
high priority appears to be attached to 
its substantive revision by individuals, 
corporations, trade associations, and 
chambers of commerce. 

The importance attached to the im- 
mediate revision of this Section is 
further emphasized by the inclusion in 
the Economic Report of the President ™ 


also the specific language of the proposed amend- 
ments as drafted in bill form. 


13 [bid., p. 2157. 


14 Transmitted to the Congress on January 28, 
1954 
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of the following statement and recom- 
mendation: 


Accumulation of earnings needed for 
expansion should not be penalized. The 
present penalty tax on the accumulation 
of corporate earnings operates to discour- 
age the growth of small companies which 
are especially dependent on retained earn- 
ings fer expansion. This handicap should 
be removed—without opening the door to 
avoidance of individual taxes by stock- 
holders—by placing the burden of proof 
on the Government that a retention of 
earnings is unreasonable.'® 


Anticipating, possibly, the above 
recommended change, T. Coleman 
Andrews stated shortly after assuming 
his present position as Commissioner of 
the Internal Revenue Service that “ the 
Government should assume the burden 
of proof” in applying the Section, and 
further, that “ as Commissioner of In- 
ternal Revenue I’m willing to accept 
that burden.” '” 

It is significant that the only specific 
modification of the Section recom- 
mended by the President and by Com- 
missioner Andrews is the shift in the 
burden of proof. Further, both recog- 
nized the importance of the Section as 
a barrier to personal surtax avoidance 


15 P, g0. 


16 Interview with T. Coleman Andrews, U. S. 
Commissioner of Internal Revenue, “ ‘Square Deal 
for Taxpayer ’,” U. S. News and World Report, May 
8, 1953, p. 39% 

Commissioner Andrews expressed the opinion that 
“alarmed” about the Section 
“who wouldn’t object 


corporate taxpayers 
“had good reason to be,” for 
to having a sword of Damocles hanging over his 
head?”. Individual taxpayers, however, should not 
“be allowed to use unnecessary accumulations of 
corporate profits as a means of escaping taxes that 
others have to pay.” Further, he regards the Section 
“as a lever, not as a club,” and he is of the belief 
that Congress did not enact Section 102 “to be used 
as a pattern for liquidation of the country’s tradi- 
tional enterprise system, to which our people's un- 
paralleled high standard of living is so largely at- 
tributable.” Ibid, 
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and indicated that any alteration should 
not open the door to personal tax avoid- 
ance through substantive statute emas- 
culation. 


Important Changes in Section 102 


The revision of Section 102 as found 
in the Internal Revenue Code of 1954 
— the enacted Code revision bill, ap- 
proved August 16, 1954 — effects the 
following changes: ' 


(1) Retitled as “Accumulated Earn- 
ings Tax” from “ Surtax on Corpora- 
tions Improperly Accumulating Sur- 
plus.” 

(2) Renumbered as Code Sections 
$31, 532, 533, 534, 535, 536 and 537 
from Code Section 102. 

(3) The statutory burden of proof is 
shifted from the corporation to the 
Secretary (i.e., Commissioner) if notifi- 
cation of a proposed deficiency assess- 
ment under the accumulated earnings 
tax has not been sent to the taxpayer 
corporation, or, if such notice has been 
sent the taxpayer corporation and has 
resulted in the submission within 30 
days of a “statement of the grounds 
(together with facts sufficient to show 
the basis thereof) on which the tax- 
payer relies to establish that all or any 
part of the earnings and profits have 
not been permitted to accumulate 
beyond the reasonable needs of the 
business,” '* the burden of proof with 
respect to such grounds shall be on the 
Commissioner. 


This shift in the burden of proof un- 
der the circumstances noted above may 
be regarded as an important alteration 
of Section 102. The legislative history 
of the Section provides rather over- 


17 Certain changes were made in the provisions re- 
lating to the computation of the tax, but are of 
minor importance and will not be discussed herein. 


18 Section 534 (c). 
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whelming evidence that its limited en- 
forcement by the Internal Revenue 
Service waited largely on the enactment 
of the Revenue Act of 1938 and the 
placing on the taxpayer of the burden 
of proof.’® It is possible that the shift 
in the burden of proof may have serious 
enforcement consequences, even though 
Commissioner Andrews has expressed 
optimism in this regard. It remains to 
be seen whether or not the “ door to 
personal tax avoidance” has _ been 
opened by this amendment. The en- 
forcement record of the Accumulated 
Earnings tax by the Internal Revenue 
Service over the years to follow will 
provide evidence on this point. 

(4) The establishment of an accu- 
mulated earnings credit for corpora- 
tions, including mere holding and in- 
vestment companies, in the minimum 
amount of $60,000.°” For corporations 


19" A major factor which contributed largely to 
the ineffectiveness of section 102 was the necessity of 
proving intent or purpose to avoid the personal tax 
through corporate surplus accumulations. This the 
Treasury had found most difficult to do. The inser- 
tion of subsection (c) in the 1938 Revenue Act was 
an endeavor to strengthen the enforceability of section 
102 by making unreasonable corporate accumulation 
evidence determinative of the purpose to avoid the 
personal tax, and placing on the taxpayer the burden 
of proving by the clear preponderance of the evi- 
dence that the purpose of avoidance was not present.” 
J. K. Hall, The Taxation of Corporate Surplus Ac- 
cumulations (Washington, D. C.: Government Print- 
ing Office, 1952), p. 215. 

20 Accumulated Earnings Credit.— 

(1) General Rule.—For purposes of 
(a), in the case of a corporation other than a mere 
holding or investment company the 
earnings credit is (A) an aimount equal to such part 
of the earnings and profits for the taxable year as 
are retained for the reasonable needs of the business, 
minus (B) the deduction allowed by subsection (b) 
(6). 
the earnings and profits for the taxable year which 


subsection 


accumulated 


For purposes of this paragraph, the amount of 


are retained is the amount by which the earnings and 
profits for the taxable year exceed the dividends paid 
deduction (as defined in section 561) for such year. 

(2) Minimum Credit.—The credit allowable un- 
der paragraph (1) shall in no case be less than the 
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other than mere holding or investment 
companies the accumulated earnings 
credit is whatever amount of the re- 
tained earnings may find justification in 
the “ reasonable needs of the business,” 
but in no case less than $60,000. With 
the establishment of an accumulated 
earnings credit the accumulated earn- 
ings tax applies only to that portion of 
the retained earnings which is found to 
be unreasonable or excessive. This 
raises an administrative problem for the 
Internal Revenue Service of large pro- 
portions; namely, the determination of 
the dividing line between retained earn- 
ings which are reasonable as serving the 
needs of the business and earnings which 
are not. As the tax base for operating 
corporations is now only that part of 
the retained earnings which are found 
to be unreasonable, the effective rate of 
tax has been substantially reduced. The 
former nominal rates of tax remain un- 
changed in the amounts of 27'% per 
cent of the accumulated taxable income 
not in excess of $100,000 and 38% per 
cent on accumulated taxable income in 
excess of $100,000. Under Code Sec- 
tion 102 the effective rate of tax ap- 
pears to be relatively too low to ac- 
complish adequately its purpose of 
preventing personal surtax avoidance.”! 


The effectiveness of section 102 in forc- 
ing dividends as an alternative to liquid 
surplus accumulation (no investment of 
retained earnings contemplated) varies 
with the effective rates of personal surtax 


amount by which $60,000 exceeds the accumulated 
earnings and profits of the corporation at the close 
of the preceding taxable year. 

(3) Holding and Investment Companies.—In the 
case of a corporation which is a mere holding or in- 
vestment company, the accumulated earnings credit 
is the amount (if any) by which $60,000 exceeds 
the accumulated earnings and profits of the corpora- 
tion at the close of the preceding taxable year.” In- 
ternal Revenue Code of 1954, Section 535 (c). 


21 See J. K. Hall, op. cit., pp. 81-82. 
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applicable to the income, if distributed. 
The Congress, by increasing the rates of 
personal surtax over the years, without a 
corresponding increase in section 102 sur- 
tax rates and/or the maximum rate on 
long-term capital gains, has seriously di- 
minished the influence of the section in 
serving its intended purpose. Under pres- 
ent rates of tax, an individual even in the 
relatively low brackets of surtax will find 
an advantage in corporate retention of 
earnings, even though this results in a 
section 102 deficiency assessment, with 
subsequent withdrawal of the income in 
the form of a long-term capital gain. If 
section 102 is to be preserved as a barrier 
to personal surtax avoidance, and is to 
be reasonably effective therein, a strong 
case can be made for a substantial upward 
adjustment in its rates of tax.** 


This reduction in tax penalty attach- 
ing to present and future unreasonable 
accumulations of corporate earnings, in 
combination with the administrative re- 
quirement of severing from total ac- 
cumulated earnings that portion which 
is “unreasonable” as the base of the 
tax, should have a positive effect in in- 
creasing personal tax avoidance through 
corporate interception and hoarding of 
income. 

(5) In Section 537 is found the ap- 
parent repeal of the so-called “ im- 
mediacy ” doctrine employed in the ad- 
ministrative enforcement of Section 
102. The wording of the statute is as 
follows: 


Sec. 537. 
Business. 

For purposes of this part, the term 
“reasonable needs of the business” in- 
cludes the reasonably anticipated needs of 
the business. 


Reasonable Needs of the 


This provision, at first glance, may 
seem to be not only fair and reasonable 


22 [bid., p. 188. 
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but quite innocuous as well. The use 
and application of the “ immediacy ” 
doctrine in the enforcement of Section 
102 arose as a result of the need to de- 
termine whether the accumulated liquid 
corporate earnings were to serve a bona 
fide corporate use. The “ immediacy ” 
doctrine simply implies that a bona fide 
corporate use of a liquid earnings ac- 
crual is to be based upon the dedication 
of such liquid funds to a real investment 
in the immediate or reasonably fore- 
seeable future. Negatively, it means 
that the corporate owners may not erect, 
as an adequate defense against the im- 
position of the tax, a generalized con- 
tention that such funds are to be in- 
vested at some remote point of time; 
nor may they defend a present outsize 
accrual of liquid earnings when subse- 
quent corporate earnings nearer to the 
time of the proposed real investment are 
reasonably anticipated to be adequate 
to the need; nor may they defend a 
present overlarge liquid earnings accu- 
mulation on the ground that it is 
destined for a bona fide real investment 
when conditions (e.g., wartime restric- 
tions on building materials) are such as 
to render the project incapable of near- 
term realization. If the tax is to have 
meaning and content, there appears to 
be a definite need for some realistic time 
limitation on the implementation of the 
proposed real investment. 

The question raised by the substitu- 
tion of the phrase “ reasonably antici- 
pated needs of the business” for 
“reasonable needs of the business” is 
the extent to which the “ immediacy ” 
doctrine loses its past force and effect 
in the enforcement of the tax. That 
the intent of the change in language is 
to reduce the pressure of the “ im- 
mediacy ” doctrine in enforcement ap- 
pears to be clear. Whether it is to be 





No. 3] 


applied and interpreted by the Internal 
Revenue Service and courts in such a 
manner as to accomplish effective “ re- 
peal” is for the future to disclose. In 
the Report of the Committee on Ways 
and Means of the House of Representa- 
tives to accompany H. R. 8300, the 
Internal Revenue Code of 1954, the 
following statement is found: 


In order to eliminate the immediacy 
test, your committee has expressly pro- 
vided in the statute that the reasonable 
needs of the business shall include the 
“reasonably anticipated” needs of the 
business. It is contemplated that this 
amendment will cover the case where the 
taxpayer has specific and definite plans for 
acquisition of buildings or equipment for 
use in the business. It would not apply 
where the future plans are vague and in- 
definite, or where execution of the plans is 


postponed indefinitely.** (Italics added) 


A literal interpretation of the above 


statement suggests that the “ im- 
mediacy ”’ doctrine, in terms of Com- 
mittee intent, is now removed from the 
area of statute enforcement.”* Further, 
an adequate defense to a government 


23 P. $3. See also 83rd Congress, 2d sess., Senate 
Finance Committee Report 1622, pp. 69-70, in which 
the Committee restated the above langauge of the 
House Committee and, in addition, concurred with 
the House Committee as to the interpretation of the 
“reasonable needs of the business” by declaring 
“that only the facts as of the close of the taxable 
year should be taken into account in determining 
whether an accumulation is reasonable. If the reten- 
tion of earnings is justified as of the close of the 


taxable year, subsequent events should not be used 
for the purpose of showing that the retention was 
unreasonable in such year. However, subsequent 
events may be considered to determine whether the 
intended 


corporation actually to consummate the 


plans for which the earnings were accumulated.” 


24... it would appear that the substantial bulk 
of the case law built up under the old Section 102 is 
still the criterion, except that the burden of proof 
may have been shifted and the ‘immediacy test” is 
no longer required to be met by the corporation.” 
R. §. Holzman, “ The Accumulated Earnings Tax,” 
Taxes, October 1954, p. 824. 
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challenge of a present excessive accumu- 
lation of liquid earnings is for the tax- 
payer to declare his intention to commit 
such liquid earnings to some real invest- 
ment in his business at a future time, 
even though distant, supported by cor- 
porate plans of a specific and definite 
character. Taxpayer corporations con- 
cerned with possible application of the 
Accumulated Earnings tax should have 
no great difficulty in erecting a defense 
based upon such a dedication of accu- 
mulated liquid earnings, even though its 
implementation is remote.”° 

(6) Section 535 (c) (4) provides 
for a credit against the accumulated 
earnings of a particular taxable year of 
the amount of the dividends paid on or 
before the fifteenth day of the third 
month following the close of the tax- 
able year. The author has commented 
on this amendment elsewhere as follows: 


This... amendment does not appear to 
be unreasonable. Corporate-taxpayers af- 
fected by section 102 are currently under 
pressure for immediate declaration and 
payment of dividends within the taxable 
year if dividends as paid are to be a de- 
ductible item from the tax base in the 
event of application of section 102. In 
other words, dividends paid after the close 
of the taxable year — even though only 
a few days thereafter — may not be de- 
ducted in resolving the “ undistributed 
section 102 net income”. Under this 
proposal [amendment], corporate direc- 
tors... have 2'% months following the 
taxable year to appraise corporate earn- 
ings and corporate needs with respect to 
possible dividend distributions without 
jeopardizing the deductibility of dividends 
paid in establishing the... tax base. 


25 The statute of limitations, in the absence of 
waivers at government request and with taxpayer 
acquiescence, tuns in three years. A dividend of 
part or all of the accumulated earnings in partial or 
complete liquidation of the corporation subjects such 
income distribution to taxation at a capital gains rate 


rather than a surtax rate. 
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However, it does not seem that much 
would be accomplished to taxpayer ad- 
vantage by this proposed amendment. 
Under existing law, although surplus ac- 
cumulation is not reduced for the par- 
ticular taxable year by dividends paid 
thereafter, surplus accumulation for the 
following year is reduced by the amount 
so paid—thus a counterbalancing ad- 
vantage. Moreover, a dividend grace 
period of 2'% months post taxable year 
would accomplish little with respect to a 
more acute appraisal by the corporate ofh- 
cers of possible section 102 liability, thus 
permitting adjustment of dividends in ac- 
cordance therewith, because of the time 
lag in Bureau examination of corporate- 
tax returns.*° 


Changes in H. R. 
Revenue Code of 1954 


8300, Internal 


Several important changes were made 
in the House version of the Internal 
Revenue Code of 1954 in regard to the 
Accumulated Earnings tax as the legis- 
In the 


lation was finally enacted. 
original bill publicly-held corporations 
were excluded from the application of 


the Accumulated Earnings tax. The 
definition of a publicly-held corpora- 
tion was as follows: 


(1) A corporation “the outstanding 
stock of which is owned by more 
than 1,500 persons,” and 

(2) where “ not more than 10 percent 
of either the total combined vot- 
ing power or the total value of all 
classes of outstanding stock of 
which is owned at the close of the 
taxable year by any one individ- 
ual,?? 

The Report of the Committee on Ways 
and Means of the House of Representa- 


tives contains the following explanation 
in regard to this exclusion: 


26 J. K. Hall, op. cit., pp. 176-177. 


27 Section 532 (c) (1), H. R. 8300, Internal Rev- 
enue Code of 1954. 
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Publicly held companies.—Under pres- 
ent law the section 102 tax is theoretically 
applicable to publicly held as well as 
closely held companies. As a practical 
matter, the provision has been applied 
only in cases where 50 percent or more 
of the stock of a corporation is held by 
a limited group. Some publicly held cor- 
porations have nevertheless been appre- 
hensive of the possible application of the 
provision. 

Inasmuch as the area of tax avoidance 
through retention of corporate earnings is 
confined to closely held companies, your 
committee has provided a specific statu- 
tory exception for any corporation which 
has more than 1,500 shareholders and no 
more than 10 percent of the stock of 
which is held by any individual (includ- 
ing the members of his family). The 
corporation must demonstrate its right to 
the exception by showing that it meets 
the stock ownership requirement.** 


As indicated in the above statement 
some publicly-held corporations have 
had apprehensions concerning possible 
application of Section 102 —in some 
cases possibly with good reason. An ex- 
tensive stockholder list or the wide 
distribution of corporate shares should 
not be naively assumed always to in- 
dicate the absence of q control group of 
shareholders. A so-called public cor- 
poration is one in which ownership and 
management presumably are divorced, 
with no one shareholder, or small group 
of shareholders, controlling enough of 
the outstanding shares to establish 
effective control of the corporation. 
Corporate control consequently would 
reside in the hands of salaried manage- 
ment the corporate decisions of which, 
with respect to earnings retentions, 
dividend payouts, and corporate liquid- 
ity would be uninfluenced by personal 


surtax considerations. Among the 


28P. 54, 
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many corporations generally regarded as 
public in character (i.e., those with a 
large number of shareholders) one may 
find some in which management and 
ownership are, in fact, divorced; also 
one may find those in which manage- 
ment and ownership are not divorced 
but, instead, where a few shareholders 
with a minority stock ownership—and 
sometimes a small minority—are in 
effective control of the corporation. It 
is axiomatic that the wider the distribu- 
tion of the voting shares, the less the 
stock ownership required to establish 
control. The definition by the House 
of Representatives of a publicy-held 
corporation, as found in H. R. 8300, 
Section 532 (c), appears to have been 
substantially defective in separating 
those corporations in which there is a 
bona fide separation of ownership and 
control from those in which a minority 
stockholder group is in effective policy 
control of the corporation.*” The au- 
thor has previously stated that: 


Historically, section 102 has been ap- 
plied to the comparatively small closely 
held and closely controlled corporations 
rather than to the large public corpo- 
rations. Admittedly, the existence of the 
interdicted purpose would be more likely 
to occur in the case of private corpo- 
rations in which there is a close or com- 
plete identity of shareholders and corpo- 
rate officers (i.e., corporate directors). On 
the other hand, there is much evidence 
which indicates that many of our large 
public corporations are subject to control, 
either directly or indirectly, by small 
groups of shareholders who, it may be 
presumed, are not unconscious of personal 
surtax savings resulting from surplus ac- 


29 The requirement that the ownership of stock 
for purposes of Section 532 (1) (B) is to be deter- 
mined in accordance with the rules determining stock 
ownership of a personal holding company (Section 
544) would not impair this conclusion. 


cumulation. Large numbers of share- 
holders and a minority stock interest by 
influential shareholders should not be per- 
mitted to disguise the existence of a con- 
trol group and the possible shaping of 
corporate policy to serve personal advan- 
tage. In view of the purpose and intent 
of the section, it appears that the Bureau 
might properly direct attention to public, 
as well as to private, corporations.*” 


The Finance Committee of the Senate 


rejected the House provision with the 
following statement: 


Under present law the section 102 tax 
is theoretically applicable to publicly held 
as well as closely held companies. As a 
practical matter, the provision has been 
applied only in cases where 50 percent or 
more of the stock of a corporation is held 
by a limited group. 

The House bill provided a specific 
statutory exception for any corporation 
which has more than 1,500 shareholders 
and no more than 10 percent of the stock 
of which is held by any individual (in- 
cluding the members of his family). The 
corporation must demonstrate its right to 
the exception by showing that it meets 
the stock ownership requirement. 

Testimony before your committee has 
indicated that it would be very difficult 
for many corporations which are gener- 
ally recognized to be publicly held to es- 
tablish from its records that not more 
than 10 percent of its stock is held by 
an individual and members of his family. 
Yet if publicly held corporations are to 
be exempted from this tax it is recognized 
that a requirement of this type is needed. 
In view of this and the fact that this 
tax is not now in practice applied to pub- 
licly held corporations, your committee 
believed it was desirable to remove the 
exemption provided for such corporations 


by the House bill.*! (Italics added) 
Had publicly-held corporations, as 


30 J. K. Hall, op. cit., p. 187. 


31 Senate Finance Committee Report 1622, p. 69. 
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defined in Section 532 (c), H. R. 8300, 
been included in the Internal Revenue 
Code of 1954 as enacted, the potential 
area of enforcement of the Accumulated 
Earnings tax would have been sub- 
stantially circumscribed as well as the 
measure of protection afforded the 
revenues of the personal income tax. 

Another change made in the House 
bill was to increase the amount of the 
accumulated earnings credit from 
$30,000 to $60,000. This doubling of 
credit in the enacted legislation is mean- 
ingful to small corporations and will 
permit those with capitalizations, e.g., 
not in excess of $250,000, to engage in 
the interdicted purpose with relatively 
large accumulations of liquid funds free 
of the tax. Tax savings to the principal 
stockholder, or stockholders, of these 
small corporations in which marginal 
tax rates may be high may take on 
meaningful proportions. The only 


reason advanced by the Senate Finance 
Committee for doubling the accumu- 
lated earnings credit was that the 
“$30,000 provided by the House was 


too small,” *? 


Dividend Income Tax Relief and the 
Accumulated Earnings Tax 


Sections 116 and 34 of the Internal 
Revenue Code of 1954 provide for the 
exclusion from gross income of $50 of 
dividend income for tax years ending 
after July 31, 1954; also for a tax credit 
of 4 per cent of dividend income, in- 
cludable in gross income, received after 
July 31, 1954. For tax years ending be- 
fore January 1, 1955, the dividend tax 
credit may not exceed 2 per cent of 
taxable income; and, for tax years end- 
ing subsequent to December 31, 1954, 
4 per cent of taxable income. 


a0 = , 
32 Senate Finance Committee, op. cit., p. 72. 
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Although the above tax relief is not 
unimportant, particularly for indi- 
viduals whose dividend income is small, 
taxpayers subject to high marginal rates 
of tax will find that the effect of the 
combined $50 dividend exclusion and 
the 4 per cent tax credit will not be 
especially significant on average and 
marginal rates of tax. In no important 
way do the dividend tax relief pro- 
visions meet the need for integration of 
the personal and corporate taxes. The 
legislation is at best a very small step in 
this direction. Consequently, these pro- 
visions should not be construed as re- 
moving the need for a Section 102 or an 
Accumulated Earnings tax. The in- 
centive to avoid high marginal rates of 
personal tax through corporate retention 
of earnings, rather than their distribu- 
tion in dividends, remains largely un- 
impaired for those who own and control 
corporations. 


Conclusion 


The revision of Section 102 as now 
expressed in Code Sections 531 to 537 
inclusive, denominated the Accumulated 
Earnings tax in the Internal Revenue 
Code of 1954, has been far-reaching in 
its substantive provisions. The shift in 
the burden of proof, the elimination of 
the “ immediacy ” test, the requirement 
that the tax is to apply only to that 


‘portion of the retained earnings which 


are unreasonably accumulated, and the 
provision of a $60,000 accumulated 
earnings credit appear to have ac- 
complished what the critics of the 
Section have long worked for; namely, 
its substantial emasculation. The diffi- 
culties of the Internal Revenue Service 
in using Section 102 to curtail avoidance 
of personal surtax were many. ‘The 
statute, at best, was none too strong in 
view of what it was intended to ac- 
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complish. Experience has indicated 
that it has had a limited effectiveness. 
Nevertheless, Congress has endeavored 
consistently to strengthen the statute 
from its adoption in 1913 to 1954, in 
part by positive amendments and in 
part by rebuffing efforts designed to 
create weakness in statute application 
and enforcement. 

Efforts to avoid the personal income 
tax have taken various forms. For 
those who faced high marginal tax rates 
the corporation was frequently at hand, 
and could be used, to intercept income 
and hold it, not to invest it but merely 
to conserve it. Such retained income 
could later be withdrawn, should that 
be desired, subject only to the compara- 
tively low long-term capital gains rate 
of tax. To income so directed the high 
marginal rates of personal tax are with- 
out force or effect. Thus the progres- 


sive rate schedule of the personal income 


tax has established a more or less 
selective application. Only those in- 
dividuals whose circumstances prevented 
recourse to the corporate device, or 
whose income was in the form of 
. salaries or wages, found the way barred 
to this means of tax avoidance. The 
incidence of the steeply progressive rates 
of income tax has therefore been dis- 
torted—the amount of which may be 
measured by the avoidance alternatives 
and the extent to which they are 
utilized. 

The shift in the burden of proof un- 
der the Accumulated Earnings tax may 
be regarded as a major weakening of 
the statute which, with the eliminacion 
of the “immediacy” test, greatly re- 
duces the enforceability of the statute. 
The provision that the tax is to apply 
only to the earnings unreasonably re- 
tained creates a further serious enforce- 
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ment problem. The Internal Revenue 
Service must now draw a line between 
earnings reasonably accumulated and 
those which are not —a most difficult 
task and one in which a large degree of 
judgment is necessarily involved. This 
may well serve as an important, if not a 
major, point of contention in litigated 
cases. The history of the judicial en- 
forcement of Section 102 suggests that 
the Service should be most cautious in 
delineating that portion of the corporate 
earnings it regards as unreasonably ac- 
cumulated. The courts not only tend 
to resolve questions of doubt in favor 
of the corporate owners but place 
greater reliance on their judgment.” 
Although the formal rates of tax re- 
main unchanged, the base of the tax 
has been reduced to whatever amount 
of the retained earnings are unreason- 
ably accumulated. This reduces the 
effective rate of tax and may possibly 
make it of nominal importance in those 
instances — probably very few in num- 
ber — in which it is likely to be im- 
posed. Under Section 102, the effective 
rate of tax appeared to be inadequate 
as a penalty to prevent tax avoidance. 
This rate inadequacy has been increased. 
The $60,000 accumulated earnings 
credit may be construed as an open 
invitation to those who own and control 
corporations, especially small ones, to 
engage in the interdicted purpose to 
the amount of the credit, at least.** 
The heavy reliance of the federal 
treasury on personal income tax revenue 
gives no small measure of importance to 


33 It is understandable, of course, why this is so. 


34 The minimum credit of $60,000 of accumulated 
earnings and profits apparently applies only when the 
accumulation does not exceed $60,000. 

The Senate Finance Committee in its Report states 
that 
on any corporation which has not accumulated earn- 
a Fh 


“moreover, in no case will the tax be imposed 


ings to the extent of $60,000.” 
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any enlargement of personal income tax 
avoidance opportunities. The Accumu- 
lated Earnings tax, even with its present 
infirmities, is the only tax instrument of 
general application which stands in sup- 
port of the high rates of personal in- 
come tax and the avoidance of these 
rates through unreasonable corporate 
surplus accumulations.” Thus the 


economic, as well as the fiscal, signifi- 
cance of the rate graduation schedule of 
the personal income tax is determined, 
in part, by the extent to which the 


“ that 
the changes made by the House and your Committee 


35 The Senate Finance Committee estimates 


in the accumulated earnings tax will decrease rev- 
enues in the fiscal year 1955 by $10 million.” Re- 
port, p. 72. 

The basis of this estimate of revenue loss is un- 
clear. The presumption is that it refers to direct 
revenue loss which, if true, suggests a virtual non- 
application of the Accumulated Earnings tax in fiscal 
1955. If it refers to direct as well as indirect rev- 
enue loss (i.c., loss from the personal income tax 
through avoidance of the high rates of tax; i.e., sub- 
stitution of long-term capital gains rate), the tax 
apparently will still be a comparatively effective in- 
Direct revenue from Section 102 has al- 
Section 102 and 
now the Accumulated Earnings tax as penalty taxes 
have as the real measure of their revenue importance 


strument. 
ways been of nominal importance. 


the extent to which revenue from the personal in- 
come tax is maintained and protected. 
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Accumulated Earnings tax is a meaning- 
ful and effective device in preventing 
tax avoidance. 

In the light of the alterations made 
in the Accumulated Earnings tax as 
compared with its predecessor, Section 
102, the conclusion that the tax has been 
reduced to a level of general impotency 
is hard to escape.” Perhaps future 
events will demonstrate that this view 
is unwarranted and that the tax is a 
stronger instrument than it presently 
appears to be. For those who have had 
some acquaintance with the efforts of 
the Service to enforce Section 102, this 
does not seem likely. Nevertheless, it 
is to be hoped that the tax has not been 
so reduced in effectiveness that only the 
form-not its substance—has been pre- 
served. This tax, of course, is a 
product of necessity born of our non- 
integrated income tax structure. 


36 The conclusion reached above is in sharp con- 
trast to the view expressed by Robert S$. Holzman in 
his article “ The Accumulated Earnings Tax,” Taxes, 
October 1954, p. 823 concerning the effectiveness of 
the Accumulated Earnings tax. He is of the opinion 
that the “teeth of Section 102 have not been re- 
moved” in any important respect (p. 847). 





FEDERAL GRANTS-IN-AID AND DIFFERENCES 
IN STATE PER CAPITA INCOMES, 
1929, 1939, AND 1949? 


HOWARD G. SCHALLER * 


Co federal grants-in-aid is a device 

for using the revenue raising power 
of the federal government to finance 
certain services customarily adminis- 
tered at the state and local level. It is 
generally conceded that the device 
serves two main purposes: (1) to en- 
courage the states to develop or expand 
certain services and (2) to assist the 
states in financing a “ national mini- 
mum ”’ in selected services.” Neither 
purpose is directed specifically toward 
the reduction of the per capita income 
differences among the 48 states. How- 
ever, an important consequence of the 


program may be its side effects on state 
income differences. 

This paper presents the results of an 
attempt to measure the effects of fed- 


* The author is Associate Professor of Economics, 
Tulane University. 


1 The research on which this article is based was 
undertaken at Duke University as a part of the Study 
of Differences in State Per Capita Incomes which 
is being financed jointly by Duke University and 
The Rockefeller Foundation. I am _ indebted to 
Professor Frank A. Hanna, Director of the Study, 
and Professor B. U. Ratchford for helpful criticisms 
and suggestions. I am also indebted to the University 
Council on Research and the Division of Business 
and Economic Research of Tulane University for 
clerical assistance. 


*For a discussion of the background and main 
characteristics of the federal grants-in-aid program 
see James A. Maxwell, The Fiscal Impact of Feder- 
alism in the United States (Cambridge, 1946); The 
Council of State Governments, Federal Grants-in-Aid 
(Chicago, 1949); and Byron L. Johnson, The Prin- 
ciple of Equalization Applied to Federal Grants-in- 
Aid, Social Security 
Research and Statistics 
(Washington, 1947). 


Administration, Bureau of 
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eral grants-in-aid on the relative dis- 
persion of state per capita incomes when 
the grants are viewed as a means of sub- 
stituting the federal tax structure for 
state and local taxes in financing a given 
level and geographic distribution of 
government services. The results of 
this study should contribute to the 
growing body of knowledge concerning 
the differences in state per capita in- 
comes.® Also, they will have some im- 
plications relating to the effects of the 
grants-in-aid on resource allocation, a 
subject of controversy in the recent lit- 
erature. 

The three years selected for study 
should give an indication of how the 
effects of the grants have varied over 
time. They include one year prior to 
the depression of the 1930’s and the in- 
troduction of the major social security 
and general welfare programs; one year 
just prior to the beginning of the de- 


3 For a description and analysis of the differences 
in state per capita incomes see Frank A. Hanna, 
“Cyclical and Secular Changes in State Per Capita 
Incomes,” The Review of Economics and Statistics, 
XXXVI (August, 1954), 320-330. 
concerning the effects of specific types of payments 
on differences in state per capita incomes see Frank 
A. Hanna, “ Contribution of Manufacturing Wages 
to Regional Differences in Per Capita Income,” bid., 
XXXIII (February, 1951), 18-28; and my two 
papers, “ Veterans Transfer Payments and State Per 
Capita Incomes, 1929, 1939, and 1949,” ibid., XXXV 
(November, 1953), 325-332, and “ Social Security 
Transfer Payments and Differences in State Per 
Capita Incomes, 1929, 1939, and 1949,” ibid., XXXVII 
(February, 1955), 283-89. All of these papers also 
contain references to other studies concerned with 


For studies 


differences in state per capita incomes. 
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fense effort for World War II, a year in 
which the new programs were opera- 
tive; and a year subsequent to World 
War II that included a high level of 
grants.* 


METHODS AND DATA 


The effects of federal grants-in-aid 
(total grants or an individual grant) on 
differences in state per capita incomes 
can be measured by comparing the co- 
efficients of variation for two distri- 
butions of adjusted state per capita in- 
come.® The first distribution is obtained 
by computing the amount of federal 
taxes necessary to finance the grants 
program ° paid by the residents of each 
state, subtracting this amount from state 
income payments, and expressing the 


4 It is not possible to include a year much later 
than 1949 since Census of Business data are required 
to make estimates of the state distribution of federal 
tax incidence. The last Census of Business for which 
the data are now available was taken in 1948. 


5 The estimates of state per capita income pay- 
ments to individuals used in this study are those 
prepared by the Department of Commerce. The 
Department’s estimates for the three years con- 
sidered in this study were adjusted to include two 
transfer payments which are not currently included. 
The estimates for all three years were adjusted 
by adding veterans insurance benefits less premiums 
for each state. The 1949 estimates were also 
adjusted by adding the G. I. Bill tuition and ma- 
terials payments for each state. The original state 
estimates of per capita income are from Robert E. 
Graham, Jr., “State Income Payments in 1950,” 
Survey of Current Business, 31 (August, 1951), p. 18. 
The state data on the veterans insurance programs 
were supplied by the National Income Division, De- 
partment of Commerce. The data for the G. L 
Bill tuition and materials payments were obtained 
by averaging the payments made in each state during 
the fiscal years 1949 and 1950; Annual Report of 
the Administrator of Veterans Affairs, 1949, pp. 234- 
235; ibid., 1950, pp. 260-261. The state population 
estimates used throughout the study are from the 
Statistical Abstract of the United States, 1941, p. 10 
for 1929; ibid., 1950, p. 32 for 1939; ibid., 1951, 
p. 28 for 1949. 


6 As is shown below, this involves estimating the 
amount of federal taxes paid by the residents of 
each state, and then distributing, by state, the cost 
of the grants program in proportion to the state 
distribution of federal taxes. 
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remainder as a per capita figure. The 
resulting state per capita income dis- 
tribution will be referred to as “ ad- 
justed for federal financing.” The 
second distribution is obtained by sub- 
tracting from each of the states’ income 
payments the amount of the grants-in- 
aid to the state and expressing the re- 
mainder in per capita terms. This 
second distribution, which is the same 
as the one that would result from as- 
suming that each state would, in the 
absence of the grants-in-aid, finance 
the same level of expenditures will be 
referred to as “adjusted for state 
financing.” lf the coefficient of varia- 
tion for state per capita incomes ad- 
justed for federal financing is smaller 
than the coefficient of variation for state 
per capita incomes adjusted for state 
financing, it can be said that the grants- 
in-aid program is reducing the relative 
differences in state per capita incomes, 
i.e., it leaves a more equal distribution 
of state per capita income than would 
the use of state and local taxes. If the 
coefficient of variation for state per 
capita incomes adjusted for federal 
financing is larger, the opposite will be 
true. 

For convenience in measuring the 
effects of the grants-in-aid in this man- 
ner, two assumptions are made. First, 
it is assumed that the incidence of state 
and local taxes falls entirely on the 
residents of the state in which the tax is 
levied. This follows from assuming that 
the amount of state and local taxes sup- 
planted by federal taxes in a given state 
is equal to the amount of the grants to 
that state. Second, the procedure as- 
sumes that the federal government 
finances the grants entirely by taxation 
and ignores the effects of a federal 
deficit. While neither assumption is 
completely realistic, they do not 
seriously impair the validity of the 





No. 3] 


TABLE 1 
Fepera, GrRaNnts-tN-Alp, py Type, 
1929, 1939 ANb 1949 * 
($ millions) 


Type of Grants 1949 1939 1929 


All grants combined $1,999.0 $600.1 $107.7 
Social Security Act? 1,021.1 332.9 
Highways 4109 1762 
Public health 
welfare ft 


All others § 


799 
and 

33.4 
576 


350.8 
216.2 


27.9 


* Calendar year estimates obtained by aver- 
aging data for successive fiscal years. The Dis- 
trict of Columbia grants are excluded. 

* Includes grants for old age assistance, aid 
to dependent children, and aid to the blind. 


t For 1949 only, includes grants for unem- 
ployment compensation administration, school 
lunch program, venereal disease control, tu- 
berculosis control, heart disease control, cancer 
control, mental health activities, general health 
assistance, hospital construction and surveys, 
emergency maternity and infant care, services 
for crippled children, child welfare services, 
veterans housing, P.W.A. liquidation, industrial 
waste studies, and housing administration 
grants. For both 1949 and 1939 includes print- 
ing house for the blind, homes for disabled 
veterans, and maternal and child care. 

§ For all three years, includes grants for agri- 
cultural experiment stations and extension 
work, A and M colleges, marine schools, voca- 
tional rehabilitation, and shared revenues. For 
1929 and 1949, includes grants for forest fire 
co-operation; for 1939 and 1949, includes grants 
for wild life restoration. For 1949 only, in- 
cludes grants for the federal airport program, 
defense community facilities, veterans educa- 
tional facilities, school assistance programs, 
maintenance and operation of schools, Re- 
search and Marketing Act of 1946, and distri- 
bution of agricultural commodities (obtained 
under price support programs) to state and 
local agencies. For 1929 only, includes grants 
for homes for disabled veterans, printing house 
for the blind, maternal and child care, and for- 
est, planting stock. 

Source: Fiscal year 1929, Bureau of the Budget, 
Federal Grants-in-Aid and Shared 
Revenues (Washington, 1949). For 
the remaining fiscal years, Annual Re- 
ports of the Secretary of the Treasury, 
1930, pp. 623-625; 1939, pp. 519-525; 
1940, pp. 822-829; 1949, pp. 567-573; 
1950, pp. 655-663. 


results,” 


TIt would be difficult to obtain statistical evidence 
of the interstate shifting of state and local taxes. 
However, for purposes of this study, the problem is 
not too serious since (1) only a portion of the taxes 
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The analysis is also limited in that it 
measures only the direct effects of the 
grants on differences in state per capita 
incomes. The substitution of federal 
for state and local taxes involves, in 
many cases, a substitution of different 
types of taxes and could cause changes 
in the prices of products and/or the 
services of the factors of production. 
These indirect effects, which would be 
very difficult to bring under statistical 
control, are not considered in the 
present analysis. 

For purposes of this study, federal 
grants-in-aid are defined as payments 
made to state and/or local governments, 
subject to specified conditions, for the 
support of services administered by these 
governments, plus any federal revenues 
shared by these governments.® Specifi- 
cally excluded are (1) loans to states 
(unless the liability is subsequently can- 
celled), (2) payments in lieu of taxes, 
(3) payments for services rendered to 
the federal government, (4) national 


are shifted geographically, and (2) all states will 
shift some taxes outside the state and thus much 
of the interstate shifting will cancel out. The in- 
cidence of the property, personal income, and sales 
and excise taxes, which form a large part of state 
and local revenue, fall mainly upon the residents of 
the state in which they are levied. 

The that 
financed entirely by taxation, is most important for 
1939. In 1949, the deficit of $3.6 billion was only 
9 per cent of total federal expenditures while in 
1929 there was a small surplus of $0.4 billion. 
However, in 1939, the deficit of $4.0 billion was 
$4 per cent of total federal expenditures. The 
effects of the relatively large deficit in 1939 are 
estimated in an additional calculation shown below 
19). The surplus in 1929 is the excess of 
ordinary receipts over ordinary expenditures while 
the deficits for 1949 and 1939 are the excess of 
expenditures over receipts, exclusive of trust account 
transactions. The calendar year figures are the sum 
of monthly totals. Annual Reports of the Secretary 
of the Treasury, 1930, pp. 506-507; 1939, pp. 342, 
348; 1940, p. 616; 1949, p. 354; 1950, p. 446, 


second assumption, the grants are 


(see n. 


5S For an account of the several definitions of 
federal grants-in-aid see The Council of State Gov- 
ernments, Federal Grants-in-Aid, op. cit., pp. 28-30. 
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TABLE 2 
Per Carita Fevers, Grants, Per Carita Feperat Taxes Paw to Finance Grants, 
AND Per Capita INcoME By Strate, 1929, 1939, anv 1949 


(In dollars) 


ee Per Capita Federal 
Per Capita Grants Taxes to Finance Per Capita Income 
Region and State Grants 


1949 1939 1929 1949 = 1939 §=1929 1949 1939 1929 . 


$14 b $1 $1,326* $539* $681* 


15 1,417 680 839 
19 1,598 764 918 
1,109 474 567 
1,447 719 898 
1,213 548 653 
1,404 

1,112 


1,548 * 
1,668 
1,405 
1,566 
1,741 
1,382 
1,000 
886 


a 
or 


United States 


Northeast 
Connecticut ....... 
SEONG. scckidaweeee 
Massachusetts . 
New Hampshire ... 
Rhode Island 
Vermont 


Middle East 
Delaware 
Maryland 
New Jersey 
New York 
Pennsylvania 
West Virginia 


She HARMAN 


w 


Alabama 
Arkansas 
Florida 
Georgia 
Kentucky 
Louisiana 
Mississippi 
North Carolina ... 
South Carolina 
Tennessee 
Virginia 
Southwest 
Arizona 
New Mexico 
Oklahoma 


> POO 2S 
_ 


wo 


—_ 
OPA BADE oO Wh W RW RD 


Central 
Illinois 
Indiana 


Michigan 
Minnesota 
Missouri 
Ohio 


af anrmoa 


Northwest 
Colorado 
Idaho 
Kansas 
Montana 
Nebraska 
North Dakota 
South Dakota 
Utah 


1 
1 
l 
1 
1 
l 
1 
2 
4 
1 
1 
2 
1 
‘i 
+ 
+ 
+ 
1 
+ 
+ 
+ 
+ 
7 
+ 
+ 
t 
1 
1 
+ 
1 
1 
1 
l 
1 
1 
l 
l 
1 
1 
1 
1 
1 
+ 
1 
1 
1 
7 
+ 
1 
1 
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TABLE 2 (Continued) 
Per Capita Federal 


Taxes to Finance 
Grants 


Per Capita Grants Per Capita Income 


Region and State 


1949 1939 1929 


1949 =1939 1939 


1929 1949 1929 


Far West 1 
California 1 
Nevada 14 
Oregon 3 
Washington ¢ 1 


6 1,559 
6 1,600 
10 1,670 
4 1391 
5 1,475 


692 
741 
767 
5A 
588 


866 
947 
818 
641 
714 


Source: For grants see Table 1; for per capita taxes paid see text; for per capita income see 


footnote 4. 
* Includes the District of Columbia. 
+ Less than $0.50. 


guard expenditures, and (5) work relief 
expenditures (in 1939). The grants 
considered in this study are listed in 
Table 1 and the per capita amount for 
each state of all grants combined in 
Table 2.° 

Since there are numerous individual 
grants, it is not feasible to measure the 
effects of each one separately. There- 
fore, the grants are classified as follows 
for 1949 and 1939: (1) Social Security 
Act grants,’” (2) highways, (3) public 
health and welfare (other than Social 


9 The calendar year estimates of the 1939 and 1949 
state distributions of grants were obtaineed by aver- 
aging the data for each state for the fiscal years 
1939 and 1940 and 1949 and 1950. A state dis- 
tribution for the federal grants program was not 
available for the fiscal year 1929; therefore, the 
1929 calendar year estimates were obtained by 
averaging the totals for the fiscal years 1929 and 
1930 and distributing this amount among the states 
in proportion to the state distribution for the fiscal 
year 1930. The sources noted in Table I are also 
the sources of the state distributions. 


10 The grants made under the Social Security Act 
are for old age assistance, aid to dependent children, 
and aid to the blind (a grant for aid to the totally 
and permanently disabled was added to the program 
in 1950). These grants are joined by state and 
local funds and paid out to individuals. Thus, they 
become income payments. When these payments are 
viewed simply as income, they reduce the relative 
differences in state per capita incomes by 1 per cent 
for 1949, but have no significant effects for 1939. 
Viewed in this manner, these payments were not as 
important as the transfer payments made to veterans. 


Security Act), and (4) all others. For 
1929 when the grants were small, they 
are classified simply as highways and all 
others. 

To estimate the taxes paid by the 
residents of each state to finance the 
federal grants (shown in Table 2 for 
total grants), two steps are necessary: 
(1) the incidence of the federal taxes 
paid by individuals (listed in Table 3) 
must be estimated for each state, and 
(2) an amount equal to the grants must 
be distributed among the states in pro- 
portion to the taxes paid. This pro- 
cedure realistically assumes that the in- 
dividuals in a given state will help to 
finance the grants-in-aid in proportion 
to their contribution to total federal 
taxes. Since this study is concerned 
with the income received by individuals, 
the corporate income tax is excluded."' 


The latter reduced the relative differences 
per cent in 1949 and 1 per cent in 1939. 


papers cited in footnote 3. 


by 5 
See my 


11 Accepting the orthodox theory of the incidence 
of the corporate income tax, the burden rests with 
the corporation. Thus, the tax reduces undistributed 
profits and/or dividends. The former has no effect 
(at least currently) on income received while the 
latter reduces income before it reaches the individ- 
ual. The procedure used in this study for measuring 
the effects of grants is based on the flow out of 
rather than into income. The orthodox theory has 
been challenged and it is argued that part of the 

(continued next page) 
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TABLE 3 
Feperar Taxes Paw py INpivipuars, py Type, 
1929, 1939, anv 1949 * 
($ millions) 


Type of Tax 1949 1939 1929 
PU Sy Mhdasi tees $26,277.0 $3,426.9 $2,2068 
Individual income 17,535.00 9258 1,0006 
Estate and gift Tt .. 749.7 359.7 63,2 
Admissions? ..... 421.2 20.6 17.0 
Alcoholic bever- 
> ene BZ1490 GOLA .ncece 
Motor vehicle ex- 
| SIS 6B A. ncccca 
Gasoline ....... 515.2 Be -scacse 
Lubricating oils 79.7 3 
Tires and tubes 1513 eee 
Autos, trucks, 
NE aie sd ¢ 130.2 Te. oweads 
Other autos and 
motorcycles .. 392.4 OED aveses 
Parts and acces- 
ee 104.4 eer 
CNT Sedses dss 3.9828 1,159.6 1,125.9 
Tobacco ....... 1325.1 5928 4424 
Customs ....... 403.5 3328 5946 
Manufacturers’ 
excises§ ..... 430.5 Gee. viawxe 
Retailers’ excises gree 
Miscellaneous ||. 1,394.2 1658 88.9 


* Includes the District of Columbia, 

+ For all three years, the figures are the aver- 
ages of the collections for the appropriate fiscal 
years, 

t For 1929 and 1949, the figures are the aver- 
ages of the collections for the two appropriate 
fiscal years. For 1939, the figures are the esti- 
mated tax liability incurred during the calen- 
dar year. 

§ Excluding the motor vehicle excises. 

|| For 1949, includes stamp taxes and the 
taxes on sugar, communications and transpor- 


Payroll taxes are also excluded since they 
are dedicated to specific uses. 

The federal taxes paid by individuals 
are divided into three classifications for 
construction of the state distribution.’ 


tax is shifted forward in the long run. J. Fred 
Weston, “ The Incidence and Effects of the Cor- 
porate Income Tax,” The National Tax Journal, 
2 (December, 1949), pp. 300-315. The degree of 
shifting depends on the cost functions of the firm 
and the competitive conditions in the market. 
Statistically, it would be difficult to separate the 
portion of the tax that is shifted and allocate it 
among the states. 


12 The method of estimating the state distribution 
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TABLE 3 (Continued) 


tation, leases on safe deposit boxes, club dues 
and initiation fees, bowling alleys, pool tables, 
ete., coin-operated devices, adulterated and 
processed or renovated butter, filled cheese, 
oleomargarines, cocoanut and other vegetable 
oils, firearms transfers and occupational taxes, 
and those listed as “all others” under miscel- 
laneous taxes in the source noted below. For 
1939, includes stamp taxes and taxes on sugar, 
transportation and communication, leases on 
safe deposit boxes, club dues and initiation 
fees, adulterated and processed or renovated 
butter, filled cheese, oleomargarines, narcotics, 
cocoanut and other processed oils, firearms and 
those listed as “others” under miscellaneous 
taxes in the source noted below. For 1929, in- 
cludes taxes on distilled spirits, pistols and re- 
volvers, opium, etc., club dues, oleomargarine, 
processed or renovated butter, filled cheese, 
collections under the prohibition laws, internal 
revenue collected through customs, and those 
listed as “other miscellaneous” (less the de- 
linquent collections under the repealed auto- 
mobile tax) in the source noted below. 
Source: For the individual income tax see 
footnote 13. For the estate and gift 
taxes: Annual Reports of the Com- 
missioner of Internal Revenue; 1929, 
pp. 58-59, 76; 1930, pp. 56-57, 74; 
1939, pp. 50-51; 1940, pp. 52-53; 1949, 
pp. 66-67; 1950, pp. 70-71. For the 
admissions taxes, ibid., 1929, pp. 72- 
73; 1930, pp. 70-71; 1939, pp. 80-81; 
1940, pp. 82-83; 1949, pp. 92-93; 1950, 
pp. 96-97. 

For the alcoholic beverages, motor 
vehicles, and others (excepting cus- 
toms): for 1929, ibid., 1930, p. 94; for 
1949, ibid., 1950, pp. 122-123; for 1939; 
Annual Report of the Secretary of the 
Treasury, 1940, pp. 654-657. 

For customs: for 1929, ibid., 1930, 
p. 3; for 1939, ibid., 1940, p. 57; for 
1949, ibid., 1949, p. 66, and 1950, p. 8. 


First, the individual income tax is con- 
sidered separately and is allocated among 
the states on the basis of the state in 


of the incidence of federal taxes is derived basically, 
although there are variations, from a study conducted 
by Professor Harold M. Groves. See United States 
Congress, Federal, State and Local Government 
Fiscal Relations, Senate Doc. 69, 78th Congress, 
Ist Sess. (Washington, 1943), pp. 207-220. The 
Groves estimates are for the fiscal year 1940. The 
coefficient of rank correlation between the state per 
capita estimates of the Groves study (excluding the 
corporate income tax) and the state per capita esti- 
mates used in the present study for 1939 is .99. 
The methods used in this study and the Groves 
study are similar to those which have been employed 
(continued next page) 
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which the return is filed.’* Second, the 
estate and gift taxes and the admissions 
taxes are allocated on the basis of the 


elsewhere. See Twentieth Century Fund, Studies in 
Current Tax Problems (New York, 1937), pp. 1-52; 
Temporary National Economic Committee, Who Pays 
the Taxes? Monograph No. 3 (Washington, 1940) ; 
and Social Security Board, Fiscal Capacity of the 
States, Bureau of Research and Statistics Memorandum 
No. 43 (Washington, 1941), pp. 1.43-I.47. 


13 The state distributions of the individual income 
tax are from Statistics of Income which shows the 
amount of taxes paid by the state in which the re- 
turn is filed. Since Statistics of Income for 1949 
was not available when the research for this paper 
was begun, the 1949 estimates were obtained by 
allocating the average of the collections in the fiscal 
years 1949 and 1950 (Annual Reports of the Com- 
missioner of Internal Revenue), 1950, pp. 110-111 
among the states in proportion to the state data shown 
in the Statistics of Income for 1948, Preliminary 
Report (Part I, pp. 46-47). A return is not neces- 
sarily filed in the state of residence since a taxpayer 
may file either at his place of residence or place of 
business. The only evidence available on the differ- 
ences in the place of filing and the place of residence, 
a sample study of 1936 returns, showed that only 
3.3 per cent of the returns, accounting for 3.4 
per cent of the statutory income, were filed in states 
other than that of the place of residence. Treasury 
Bulletin (October, 1941), p. 52. A part of the 
discrepancies should cancel out. Moreover, most of 
the differences occurred in the New York City and 
District of Columbia areas. Thus, outside of these 
area the data should be fairly accurate. Based on the 
1936 study, the data for New York and the District 
of Columbia have been adjusted by transferring re- 
turns to New Jersey and Connecticut and to Virginia 
and Maryland. The transfer assumes that, in each of 
the three years under observation, the percentage of 
returns filed in New York by residents of Con- 
necticut and New Jersey and in the District of 
Columbia by residents of Virginia and Maryland was 
the same as in 1936. The tax transfer was cal- 
culated by multiplying the number of returns trans- 
ferred by the average tax per return in the state 
from which the transfer is being made. The amounts 
thus transferred from New York are $48.6 million 
for 1949, $4.6 million for 1939, and $8.5 for 1929. 
The amounts transferred from the District of 
Columbia are $4.8 million, $0.3 million and $0.1 
million respectively. The adjustments for 1939 are, 
of course, the most accurate because of the proximity 
to the benchmark year. The use of the average tax 
per return may underestimate the adjustment since 
a relatively high percentage of those filing from their 
place of business may fall in the higher income 
brackets. 

The figure given for the State of Washington for 
1929 has also been adjusted slightly since it con- 
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state of collection.'* Third, for all of 
the other taxes it is assumed that the 
incidence falls on the final consumer, 
and the allocation is made on the basis 
of a statistical series which reflects the 
state sales of the taxed articles.’ 


tained the returns filed in Alaska. The adjustment 
($0.1 million) was calculated by dividing the total 
figure given for Washington in proportion to the 
average collections in the two units for the fiscal 
years 1929 and 1930. Annual Reports of the Com- 
missioner of Internal Revenue, 1929, p. 27 and 1930, 
p. 98. The basic data for 1929 are from Sfatistics 
of Income for 1929, pp. 55-60 and for 1939 from 
Statistics of Income for 1939, Part I, pp. 78-79. 


14 The state distributions of the estate and gift 
taxes and the admissions taxes were obtained by 
averaging the collections in each state for the two 
appropriate fiscal years (the sources shown in Table 
3 are also the sources of the state distributions). 
For the estate and gift taxes this assumes that the 
heirs or donees live in the state in which the tax 
is collected. For the admissions taxes it is assumed 
that the incidence falls entirely on the final consumer 
and that taxes collected in a given state are paid by 
the residents of that state. 


15 The motor vehicles excises (including gasoline 
and oil) are allocated among the states in proportion 
to motor vehicle registrations on the premise that 
registrations more nearly approximate the state of 
residence than would sales or tax collection data. 
Some of these taxes are on articles used com- 
mercially and are actually shifted through product 
prices. Thus, they are not assignable to highway 
users. However, there is no reliable method of mak- 
ing the separation. The registration data used are 
the combined figures for automobiles, trucks, and 
busses (excluding publicly owned vehicles) and are 
net of re-registration where possible. For 1939, 
Statistical Abstract of the United States, 1940, p. 419; 
and for 1949, ibid., 1951, p. 48. 

The alcoholic beverage taxes are distributed among 
the states in proportion to the total sales of retail 
package liquor stores and drinking places. The fed- 
eral taxes are levied on a unit basis, and thus the 
use of sales data is not a completely accurate allo- 
cating device since they may reflect price differen- 
tials as well as differences in unit sales. The sales 
data are from Census of Business, 1939, Vol. I, Part 
2, pp. 504, 645 and ibid., 1948, Vol. 1, Part I, pp. 
1.17, 1.23. The 1948 sales data were used to dis- 
tribute the 1949 tax collections. 

The remaining taxes—consisting mainly of tobacco 
excises, manufacturers’ and retailers’ excisees, and 
customs—are distributed among the states on the 
basis of the total sales of retail stores of all classi- 
fications. The Census of Business, of necessity, classi- 
fies state sales by type of establishment rather than 
by commodity. Most of the taxed articles are sold 

(continued next page) 
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There is, of course, no formal statis- 
tical procedure for testing the reliability 
of the state distribution of federal tax 
incidence. However, the relationship of 
the per capita taxes paid in each state 
to state per capita income affords a crude 
test of the reasonableness of the tax 
distribution. There should be a fairly 
high positive correlation between the 
two series, and the correlation should be 
higher in 1949 than in the prior years 
because of the increased importance of 
the income tax. These relationships 
existed for the years observed in this 
study."° The tax distribution is also 
geographically progressive, i.e., the ratio 
of per capita taxes to state per capita 
income tends to be higher in the higher 
income states.’ It also appears reason- 
able that the federal tax structure should 
be geographically progressive because of 
the presence of the individual income 
tax and the fact that most of the goods 
and services taxed by the federal gov- 
ernment have either average or above 
average income sensitivity.’® 


in several types of establishments and hence a series 
is not available to allocate the tax on a single article. 
The 1948 sales data are used to distribute the 1949 
taxes. The sales data for all three years are from 
Census of Business, 1948, Part I, p. 106. 


16 There should not be a perfect correlation since 
the income payments series is not a perfect measure 
of the taxpaying capacities of the states and because 
the federal tax structure is not perfectly adjusted to 
those capacities. Other variables such as the dis- 
tribution of income by size and the age composition 
of the population will affect the state distribution of 
federal taxes. The coefficient of determination be- 
tween the state per capita tax incidence and state 
per capita income is .59 for 1929, .49 for 1939, and 
.89 for 1949. All coefficients of determination used 
in this study are significant at the .0§ level of prob- 
ability (t-test). 


17 The coefficient of determination between the 
ratio of per capita taxes to state per capita income 
and state per capita income is .29 for 1929, .23 for 
1939, and .72 for 1949. 


18 The individual income tax should be geographi- 
cally progressive for three principal reasons: (1) the 
higher income states should have a relatively larger 
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THE EFFECTS OF GRANTS 


All federal grants-in-aid combined 
reduced the relative differences in state 
per capita incomes by 2 per cent in 1949 
and 1 per cent in 1939."® In 1929, the 
effects of the grants were negligible.”° 


number of their income receivers in the higher in- 
come brackets, (2) the higher income states should 
have a relatively larger number of their incomes 
above the minimum exemptions, and (3) the income 
produced and consumed on the farm, which is not 
subject to tax, is more important in the low income 
states. 

The numerous excises would be geographically 
progressive or regressive depending on their income 
sensitivity. ‘The income sensitivity for the country 
as a whole (computed over a period of time) indi- 
cates that most of the goods and services taxed by 
the federal government have either average or above 
average income sensitivity. This is true for prac- 
tically all consumer durables and hence covers most 
of the retailers’ and manufacturers’ excises. Also, 
most entertainment services have average or above 
average income sensitivity. Notable exceptions are 
the gasoline and tobacco products which have below 
average income sensitivity. See Clement Wilson and 
Mabel A. Smith, “Income Sensitivity of Con- 
sumption Expenditures,” Survey of Current Business, 
30 (January, 1950), pp. 17-20. However, even if 
the gasoline and tobacco taxes are geographically re- 
gressive, it is doubtful if they would cause total 
federal taxes to be regressive. 


19 For 1949, the coefficient of variation for state 
per capita income adjusted for federal financing is 
2 per cent smaller than the coefficient for state per 
capita income adjusted for state financing; and for 
1939 it is 1 per cent smaller. The coefficients for 
1949 are 21.1 per cent and 21.5 per cent. For 
1939 they are 32.9 per cent and 33.3 per cent. As 
was noted earlier, 54 per cent of total federal ex- 
penditures in 1939 were financed by a deficit. Thus, 
if it is assumed that the same percentage of the 
federal grants-in-aid was financed by a deficit, the 
taxes paid in each state necessary to finance the grants 
can be calculated by distributing an amount equal 
to 46 per cent of the federal grants among the states 
in proportion to the state distribution of federal 
taxes. Measured in this manner, the grants in 1939 
still reduce the relative differences in state per capita 
incomes by 1 per cent. The coefficient of variation 
for state per capita income adjusted for federal 
financing (assuming that only 46 per cent of the 
grants are financed by federal taxes) is 33.0 per cent 
compared with the coefficient for state per capita in- 
come adjusted for state financing noted above (33.3 
per cent). 


20 For 1929 the coefficient of variation for state 
(continued next page) 


No. 3] 


Thus, in 1949 and 1939, the relative 
dispersion of state per capita incomes 
after the payment of state and local 
taxes to finance an amount equal to the 
grants would have been greater than 
the relative dispersion of state per capita 
incomes after the payment of federal 
taxes necessary to finance the grants. 
In 1929, the use of the federal taxes in 
place of the state and local taxes had 
only negligible effects. 

Of the individual classifications of 
grants considered in this study, only 
those grants made under the Social 
Security Act had any significant effects 
on differences in state per capita in- 
comes. In both 1939 and 1949, the 
Social Security Act grants reduced the 
relative differences by 1 per cent.*' The 
remaining individual classifications, 
which were all relatively small, did not 
significantly affect per capita income 
differences in any of the three years,** 


Total per capita grants were not 
systematically related to state per capita 


income in any of the three years. Of 
the individual classifications, only the 
per capita Social Security Act grants in 
1939 tended to be related to per capita 


per capita income adjusted for federal financing 
(35.2 per cent) is less than .§ per cent smaller than 
the coefficient for state per capita income adjusted 
for state finanacing (35.3 per cent). Thus, in 
1929, the effects of the grants were small but they 
were also in the direction of reducing the differences 
in state per capita incomes. 


21For both 1939 and 1949, the coefficient of 
variation for state per capita income adjusted 
for federal financing of the Social Security Act 
grants is 1 per cent smaller than the coefficient of 
variation for state per capita income adjusted for 
state financing of the grants. The coefficients are 
21.2 per cent and 21.4 per cent for 1949 and 33.0 
per cent and 33.5 per cent for 1939. 


22 For all of the individual classifications (other 
than Social Security Act) the coefficients do not 
differ or differ by less than .§ per cent for all three 
years. Even in 1949, the United States per capita 
amounts are only $3 for highways, $2 for public 
health and welfare, and $1 for all others. 


Pa 
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income. In 1939, the per capita Social 
Security Act grants showed a slight 
tendency to be higher in the higher in- 
come states,”* but this tendency was not 
present in 1949, 

Since the grants are not systematically 
related to per capita income and the 
federal tax structure is geographically 
progressive, it is not surprising, of 
course, that the effects of the grants are 
in the direction of reducing state per 
capita income differences. Given these 
conditions, there would be a tendency 
for the residents of the higher income 
states to be paying more federal taxes 
than they would have state and local 
taxes. The opposite tendency would 
exist for the lower income states.** A\l- 
though these conditions existed in 1929, 
the grants did not significantly affect 
differences in state per capita incomes 
because of their low level relative to 
income. 

The effects of the grants did not in- 
crease more between 1939 and 1949 
mainly because the per capita grants in- 


23 The coefficient of determination between per 
capita Social Security grants in 1939 and state per 
capita income is .18. The coefficients of determi- 
nation between total per capita grants and state per 
capita income and between the remaining per capita 
individual classifications and state per capita income 
are not significant. 


24 There can be individual 


to the general tendency. As 


exceptions, of course, 
noted below (n. 34), 
states in 1949 whose 
than their per capita 


there are ten higher income 
per capita grants are higher 
federal taxes paid to finance the grants. Also, one 
of the lower income states (Virginia) pays more taxes 
than it receives in the form of grants. However, 
with the federal taxes geographically progressive, the 
grants-in-aid will state per 
capita incomes unless (1) there is a strong tendency 
for the per capita grants to be proportionately 
higher in the higher income states or (2) there is no 
systematic relationship between per capita grants and 
per capita the grants are excessively 
concentrated in a few high income states. Neither 
of these cases appear likely. The per capita Social 
Security Act grants had a slight tendency to be 
higher in the higher income states in 1939 but still 


reduce differences in 


income but 


reduced the differences in state per capita incomes. 
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creased very little relative to per capita 
income.”” If the per capita grants had 
been twice as large in 1949 (and there- 
fore doubled in relation to per capita 
income) they would have reduced the 
relative differences in state per capita 
incomes by 4 percent.*° The per capita 
Social Security Act grants decreased 
slightly in relation to per capita income 
between 1939 aand 1949.*7 Thus, de- 
spite the disappearance of the slight 
tendency of the per capita grants to be 
higher in the higher income states, the 
effects of the grants on relative per 
capita income differences did not in- 
crease between the two years. 

It is difficult to estimate the future 
effects of federal grants-in-aid since they 
are controlled by several factors. As 
indicated, the way is open for future 
increases in the effects of the grants if 
they were to grow relative to per capita 
income. However, the effects of the 
grants could also increase if there were 
substantial changes in the state distribu- 
tion of the federal tax incidence or in 
the state distribution of the grants. The 
former would require changes in the 
federal tax structure that would result 
in an increase in the geographic progres- 
sivity of the taxes. It is doubtful if 
Congress will (or should) take the 
geographic incidence into account in 
framing tax laws. 

If the distribution of per capita grants 
is to be changed substantially to favor 


25 The per capita grants expressed as a percentage 
of United States per capita income payments are 
0.1 per cent for 1929, 0.9 per cent for 1939, and 
1.1 per cent for 1949. 


26 The coefficients of variation would have been 
21.0 per cent for state per capita income adjusted 
for federal financing and 21.8 per cent for state 
per capita income adjusted for state financing. 


27'The per capita Social Security Act grants ex- 
pressed as a percentage of United States per capita 
income payments are 0.6 per cent for 1939 and 0.5 
per cent for 1949. 
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the lower income states, the methods of 
allocating the funds would have to be 
altered by Congress.** The Social 
Security Act grants are distributed 
among the states simply on a matching 
basis, that is the federal government will 
pay a certain portion of the monthly 
payment to the recipients of public 
assistance up to a limit. It is generally 
conceded that this method of distribu- 
tion does not favor the lower income 
states (even though they may have a 
greater need for the funds) since their 
fiscal capacities are smaller than those 
of the higher income states.*® The high- 
way grants are allocated by a formula 
based on population, area, and rural mail 
route mileage and require state match- 
ing of federal funds. The result is a 
state distribution favoring the states 
with low population densities.*° Most 
of the remaining grants, which were less 
than one-fourth of the total in 1949, are 
distributed by methods which do not 
directly take into account the differences 
in state per capita incomes,** 


28 The basis of apportionment, matching require- 
ment, year of establishment, and statute citation are 
listed for each individual federal grant in United 
States Congress, Additional Report of the Joint Com- 
mittee on Reduction of Nonessential Federal Ex- 
penditures on Federal Grants-in-Aid, Senate Doc. 101, 
82d Cong., 2d Sess. (Washington, 1952), pp. 308-309. 


29In 1949, the lower income states were making 
public assistance payments to a larger proportion of 
their population but were making smaller payments 
per recipient of public assistance. See my “ Social 
Security Payments and Differences in State Per Capita 
Incomes, 1929, 1939, and 1949,” op. cit., pp. 86-87. 


30In 1949, for example, the per capita highway 
grants were $27 to Nevada, $19 to Wyoming, $12 
to Montana, and $11 to North Dakota and to South 
Dakota. The national average was $3. 


31 For public health and welfare and others classi- 
fications, the most common factors used in the 
allocation formulas are (1) population, (2) some 
segment of the population (e.g., farm population, 
children under 18 years of age), (3) area, and (4) 
some direct measure of the state’s need for the 
particular service. In a few cases involving public 
(continued next page) 
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In a few cases in the post World War 
II period, Congress has adopted state per 
capita income as a factor in allocating 
grants. However, there does not appear 
to be any sentiment for a major over- 
haul of the grants program with a view 
to distributing the grants in favor of 
the low income states. This is particu- 
larly true of the Social Security Act and 
highways grants which account for over 
three-fourths of total grants-in-aid. 
Unless such a basic change in the al- 
location methods are forthcoming, 
future increases in the effects of grants- 
in-aid on the differences in state per 
capita incomes will have to come from 
a growth of the grants relative to in- 
come or changes in the state distribution 
of the federal tax incidence. As noted 


above, the latter does not appear likely. 


SOME PROBLEMS FOR REGIONAL 
RESOURCE ALLOCATION 


In the recent literature on federal 
grants-in-aid, a controversy has ap- 
peared about the effects of federal 
grants-in-aid on resource allocation. 
Scott has contended that income trans- 
ferring grants, since they benefit the 
lower income groups in the poor areas 
by providing them with social amenities 
while relieving them of fiscal pressures, 
will retard the emigration of labor from 
these poor areas and hence tend to cause 
a relatively excessive supply where pro- 
ductivity is least. Moreover, these same 
health and welfare grants in the post-World War II 
period, Congress has introduced state per capita in- 
come as a consideration. However, both the public 
health and welfare and others grants tend to be dis- 
tributed roughly in proportion to population with a 
slight tendency to favor the states with low popu- 
lation densities. The per capita others grants for 
1949 are $17 to Wyoming, $8 to Nevada, $6 to 
New Mexico, $5 to Oregon, $4 to Arizona and to 
Montana, $3 to six states, $2 to sixteen states, and 
$1 to twenty states. The per capita public health 
and welfare grants for 1949 are $5 to Nevada, $4 
to Mississippi, South Carolina, and Vermont, $3 to 
sixteen states and $2 to twenty-eight states. 
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areas may be deficient in natural ad- 
vantages and, hence, would not justify 
an immigration of capital and enterprise 
to use the excessive labor.** Buchanan 
has argued that no general conclusions 
can be drawn about the effects of the 
grants on resource allocation. He points 
out that not all grants are for social 
amenities. Some of the grants programs 
increase the productivity and mobility 
of workers in the low income areas, 
while others raise the productivity of 
workers by attracting capital. Buchanan 
also feels that there are sufficient natural 
advantages in the poor areas to justify 
this capital immigration.” 

This paper does not, of course, relate 
to the internal logic of the arguments. 
However, the arguments are based on 
the assumption that the grants are “ in- 
come transferring ” and that they “ re- 
lieve fiscal pressures.” To this extent, 
this study indicates that the arguments 
are not important for the United States 
during the period under consideration. 
First, the amount of income transferred 
by the grants was small. Even in 1949 
the per capita income transferred (the 
difference between the per capita grants 
and per capita federal taxes to finance 
the grants, Table 2) was only $9 to the 
Northwest, $8 to the Southwest, $7 to 
the Southeast, $3 from the Northeast 


32 See A. D. Scott, “A Note on Grants in Federal 
Countries,” Economica, XVII (November, 1950), pp. 
416-422 and “Federal Grants and Resource Allo- 
cation,” The Journal of Political Economy, LX 
(December, 1952), pp. 534-536. 


33 See J. M. Buchanan, “ Federal Grants and Re- 
source Allocation,” ibid. (June, 1952), pp. 208-217 
and his reply to Scott, ibid. (December, 1952), pp. 
536-538. Maxwell has added a cogent point to the 
discussion by pointing out that the degree of equali- 
zation obtained by the grants depends not only on 
the state distribution but also on the manner in 
which the funds are distributed within the states. 
James A. Maxwell, “The Equalizing Effects of 
Federal Grants,” The Journal of Finance, 1X (May, 
1954), pp. 209-215. 
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and Central States, and $8 from the 
Middle East. There was no transfer 
involved for the Far West. Second, 
since the substitution of federal taxes 
for state and local taxes has resulted in 
only modest reductions in the relative 
differences in state per capita incomes, 
it does not appear that there has been 
much relief of fiscal pressure relative to 
per capita income at the state level. 
Third, the income transferred by the 
grants was not always to the lower in- 
come states. In 1949, there was a trans- 
fer to ten states whose per capita in- 
come was above the mean state per 
capita income; and there also was a 
transfer from Virginia, a low income 
state. The ten states are scattered 
throughout the Central and North- 
western regions and include all of the 
states in the Far West except Califor- 
nia,”* 

As indicated above, the effects of the 
grants on differences in state per capita 
income could grow if the size of the 
grants were to increase relative to in- 
come. This would indicate that the 
amounts of income transferred and the 
relief of fiscal pressures in the low in- 
come states were becoming more signifi- 
cant. In this event, it would be well to 
know more about the resource allocation 
effects of the grants-in-aid program in 
the United States. Further research, 
both theoretical and empirical, is needed 
if the grants-in-aid device is to be used 


34 The ten states are Iowa, Minnesota, Missouri, 
Colorado, Montana, Nebraska, Nevada, 
Oregon, and Washington. These cases do not fit into 


Wyoming, 


the Scott-Buchanan argument since it is concerned 
with income transfers to low income states. 
ceivably, however, they might be examples that could 
test Scott’s recommendation that public funds be 


Con- 


channeled, in some cases, into areas that possess rela- 
tively great natural advantages even though they be 
higher income areas. 
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more extensively.” 


SUMMARY 


This paper measures the effects of 
federal grants-in-aid on differences in 
state per capita income payments when 
they are viewed as a means of substitut- 
ing federal taxes for state and local taxes 
in financing a given level and geo- 
graphic distribution of government serv- 
The measurements are for 1929, 


ices. 
1939, and 1949. The results can be 
summarized: 


1. All grants-in-aid combined re- 
duced the relative differences in state 
per capita incomes by 2 per cent in 
1949 and 1 per cent in 1939. The 
effects of the grants were negligible in 
1929. Of the individual classifications, 
only the grants made under the Social 
Security Act significantly affected the 
relative differences, reducing them by 1 
per cent in both 1949 and 1939. The 
remaining individual classifications— 
highways, public health and welfare, 
and all others—did not significantly 
affect state differences in any of the 
years. 

2. The effects of the grants-in-aid on 
the relative differences in state per 
capita incomes were in the direction of 
reducing these differences since per 
capita federal taxes are proportionately 
greater in the higher income states 
while there is no systematic relationship 
between per capita income and the per 
capita grants. Thus, the substitution of 
federal taxes for state and local taxes 


35 A basic difficulty of the Scott-Buchanan dis- 
cussion is the relevancy of the models employed. 
The discussion points up the need for further studies 
investigating the causes of regional differences in pro- 
ductivity and income. Such studies can provide a 


basis for both theoretical and empirical investigations 
into the effects of federal grants on regional resource 
allocation. 
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tends to favor the low income states. 
The effects of the grants have not be- 
come larger because the grants have re- 
mained small relative to per capita in- 
come. Even in 1949, per capita federal 
grants were only 1.1 per cent of United 
States per capita income payments. 
Should the grants increase relative to 
per capita income, their effects on rela- 
tive per capita income differences would 
also increase. The effects of the grants 
would also grow if tax laws were 
changed to increase the relative tax 
incidence in the higher income states 
and/or if the methods of allocating the 
grants were changed to favor the lower 
income states. These changes, however, 
do not appear imminent. 

3. In recent years, a controversy has 
appeared over the effects of federal 
grants-in-aid on the allocation of re- 
sources. These arguments, based on the 
assumptions that the grants transfer in- 
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come to low income states and that they 
afford relief from fiscal pressures in these 
states, are concerned with the geographic 
distribution of labor and capital relative 
to the location of natural advantages. 
The present study, while it does not 
relate to the internal logic of the argu- 
ments, indicates that the arguments have 
not been too important to the United 
States since the amounts of income 
transferred and the relief of fiscal pres- 
sures have not been very great. Also, 
in 1949 income was being transferred 
to ten high income states and from one 
income state. However, if the 
grants were to grow relative to income, 
both the amounts of income transferred 
and the relief from fiscal pressures 
could become significant. In this event 
it would be highly desirable to know 
more about the effects of the grants-in- 
aid on the geographic distribution of 
resources. 


low 








SALES TAXATION IN WESTERN EUROPE 
Part II 


THe MutripeLe-StTaGe SAEs TAXES 


JOHN F. DUE * 


N Part I of this article, which ap- 
peared in the June issue, the single- 
stage sales taxes currently employed in 
western Europe were described. These 
taxes are, however, outnumered by the 
multiple-stage or turnover taxes, which 
are used in most countries of continental 
west-central Europe and in Italy. The 
cascade features of some of these taxes 
are complete, while those of others have 
been restricted somewhat in an effort to 
lessen the adverse economic effects of 
this form of levy. 


The Umsatzsteuer 


The parent tax of the entire group 
of multiple-stage taxes is the German 
umsatzsteuer; all of the other taxes were 
were influenced by it, and some were 
patterned directly upon it. Accord- 
ingly, this tax and its almost-identical 
Austrian counterpart will be described 
first. 

Germany—The German umsatzsteuer 
is a true multiple-stage sales tax apply- 
ing to transactions at all stages in pro- 
duction and distribution, with a very 
broad coverage. The cascade effects, 
however, are lessened somewhat by the 
application of a low tax rate to whole- 
salers and the exemption of certain 
wholesale sales of materials. The basic 
legal philosophy of the tax is that of a 
levy upon transactions as such (lie- 


* The author is Professor of Economics at the 
University of Illinois. 


ferungen und leistungen) rather than 
upon businesses or individuals. 

The umsatzsteuer was introduced in 
1918 as a means of bolstering war 
revenues, replacing the relatively unpro- 
ductive stamp tax on receipts of 1917. 
The basic structure has remained the 
same since that time, although rates and 
exact coverage have varied somewhat 
from time to time. The present sales 
tax law is that of 1951, but it differs 
little from the 1934 law. 

The basic feature of the tax is its ap- 
plication to all sales of goods, processed 
and unprocessed, at all stages in pro- 
duction and distribution, including 
farming at one extreme and retailing at 
the other. In addition the tax applies 
to all imports and to the rendering to 
customers of virtually all types of serv- 
ices, including those of the professions. 
Since only transactions are taxable, no 
tax applies to the production of goods 
by a firm for its own use or internal 
transfers of goods (for example, from 
wholesale to retail units) within a firm. 

Exemptions are relatively limited in 
scope. First, certain items are exempted 
for social reasons; these include the 
services of public hospitals, medical ser- 
vice paid for by medical insurance sys- 
tems, education, rental of real property 
(except hotel rooms), and public utility 
services of most types. Most transport 
is subject to a special levy rather than 
the sales tax. Secondly, exports are tax- 
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free, with partial but not complete ex- 
clusion from tax burden of items enter- 
ing into the cost of goods exported. 
Thirdly, certain specified raw materials, 
such as pig iron, steel bars and other 
basic metal products, wool, fuel, grains, 
milk, cotton, etc., are exempt provided 
no processing has been performed by the 
seller. This measure is designed to lessen 
somewhat the tax advantage of in- 
tegrated firms. 

The base of the tax is the actual sell- 
ing price, with minor adjustments in 
some cases for freight and insurance 
charges. The rate structure contains a 
limited amount of differentiation de- 
signed in part to reduce the burden on 
necessary articles, and in part to lessen 
the discrimination against nonintegrated 
firms. The basic tax rate is 4 per cent. 
A reduced rate of 3 per cent is applied 
to the sales of milk, butter, and sugar, 


and a 1! per cent rate to bakery prod- 
ucts, cereal, flour, and sale of all produce 


by farmers. Most food products are 
taxed at the full rate. No use is made 
of a system of higher rates on luxury 
goods. 

The rate variations designed to lessen 
the evils of the cascade nature of the 
tax are somewhat complicated. In order 
to reduce the discrimination against in- 
dependent wholesalers, a rate of only 1 
per cent is applied to all sales by whole- 
sale merchants who have done no pro- 
cessing of the goods. On the other hand, 
when manufacturers sell at retail to 
final consumers, the tax rate is 7 per 
cent instead of the basic 4, with certain 
exceptions. However, the rate is the 
same on sales by manufacturers to 
retailers as on those to wholesalers. 
On importations, the rate is frequently 
6 per cent on finished products." 


1 Discussion of current problems arising in the 


operation of the tax are to be found in the semi- 
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The umsatzsteuer is by far the most 
important source of federal revenue, 
yielding more than half of the total. 
The remainder is obtained from customs 
duties and a limited number of excise 
taxes on tobacco, liquor, coffee, tea, 
sugar, and a few minor items. There 
are no federal direct taxes. The states 
rely primarily upon direct taxes; if 
federal and state revenues are combined, 
the umsatzsteuer is found to yield about 
one-third of the total. Because of its 
revenue importance, the tax is univer- 
sally accepted as a permanent element 
in the tax structure. But in recent years 
the present form of the tax has been 
under considerable fire because of its 
discrimination and encouragement to in- 
tegration. Since the reforms in the 
French production tax, increasing agita- 
tion for basic revision of the levy has 
developed, especially in business and 
academic circles. 

In academic circles much of the criti- 
cism has centered around the unequal 
burden on the consumption expenditures 
on various types of commodities; the 
actual ratio of tax to the retail price, 
and thus to consumption expenditures, 
depends primarily upon the irrelevant 
factor (relative to desired burden dis- 
tribution) of the average number of 
stages through which the commodities 
pass between initial production and sale 
to the final consumer. The actual vari- 
ation is shown clearly in the studies of 
the IFO Institute for Economic Research 
in Munich, and in the studies made 
under the direction of Professor 


Schmélders at Cologne.? Such dis- 


monthly journal, Umsatzsteuer Rundschau, published 
in Cologne. 


2 The IFO studies show, for example, that the 
total burden, relative to consumer expenditures on 
the items, ranges from 3.2 per cent on electricity to 
12.5 per cent on linen bedcovers (in the sample 

(continued next page) 
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crimination against the consumers of 
various products is much more difficult 
to justify than that arising under the 
usual excise tax system in which the 
rate variation is established presumably 
on the basis of some desired pattern of 
tax burden distribution. The inevitable 
regressiveness of the umsatzsteuer is 
rarely mentioned in German literature. 

A major complaint on the part of 
business firms is that of the difficulty of 
shifting forward the entire burden of 
the tax. In part the trouble arises from 
the fact that the compensating tax on 
imports does not always impose a burden 
comparable to that on domestic goods 
which have passed through several tax 
stages within the country. The treat- 
ment of exports is such that full refund 
of all tax items entering into the cost 
of the goods exported is not attained, 
and the firms either must absorb this 
element or compete at a disadvantage 
relative to exporters in countries allow- 
ing more liberal treatment. But in large 
measure the shifting difficulties are 
products of the cascade nature of the 
tax, which is the source of most other 
objections to the levy as well. The 
greater burden placed upon independent 
wholesalers (despite the lower rate on 
these firms) and upon producers unable 
to manufacture their own materials, 
parts and supplies, compared to that on 
integrated competitors, not only makes 
full shifting of the tax difficult for these 
firms, but also provides definite artificial 
incentive toward additional integration 
beyond that dictated by economic con- 
siderations. 


chosen). See Untersuchungen zur Grossen Steuer- 
reform, Teil I, (Munich: IFO-Insticut for Wirtschafts- 
forschung, 1953). 

The Cologne studies, of more limited scope, show 
a substantial variation in final burden on various iron 
and steel products. See W. Schubert, Die Kumulativ- 
wirkung der Deutschen Umsatzsteuer (KOln: Finanz- 
wissenschaftliches Forschungsinstitut, 1951). 
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The actual extent to which the tax 
encourages integration is difficult to 
prove, and little empirical evidence has 
been collected. It is generally felt that 
the effect on independent wholesalers is 
less severe than that on firms not pro- 
ducing their own goods for use in 
further production; the saving from 
eliminating separate wholesalers is only 
1 per cent, while the gain from produc- 
ing items for use within the firm is 
4 per cent on the labor involved. This 
problem could be met in part by the 
requirement that firms must pay tax on 
the value of goods produced for use 
within the firm, as is done in many other 
countries, but this rule would complicate 
application of the tax and is contrary 
to the basic legal philosophy of the tax 
as one on transactions as such. 

The severity of the effects on integra- 
tion were increased prior to 1946 by the 
use of the organschaft rule whereby a 
sale was not taxable if the buying and 
selling corporations were under common 
control, even though operated as sepa- 
rate entities. This rule, so obviously 
contrary to our notions of equity in 
taxation, was abrogated by the Allied 
occupation authorities in 1946. But 
with the ending of occupation, resto- 
ration of the rule is being considered, 
and a partial step in this direction was 
take as early as February, 1955. 

The arguments against the turnover 
form of sales tax are not accepted in 
Germany to the same extent that they 
are in many other countries. There is 
still substantial acceptance of the notion, 
fostered under the Nazi regime, that 
integration necessarily furthers effi- 
ciency, and that taxes which eliminate 
middlemen and encourage firms to inte- 
grate production activity are desirable 
in the interests of economic progress. 
This view is, of course, completely con- 
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trary to the view widely held in the 
United States that taxes should not in- 
terfere with the functioning of econ- 
omic forces in the determination of the 
organization of the conduct of produc- 
tion and distribution activity and par- 
ticularly should not discriminate against 
smaller businesses. The German govern- 
ment finance authorities are inclined to 
argue that the taxes have no effect on 
integration at all, a contention that per- 
sons in both business and academic 
circles deny and point out examples to 
the contrary. It is true, however, that 
insufficient information is available to 
demonstrate the actual signficance of the 
integrative effects of the umsatzsteuer, 
and it is very possible that the great up- 
heavals through which the German 
economy has passed in the last three 
decades have prevented the tax from 
exerting as much influence on economic 
organization as it would in a period of 


more precise calculation of costs.® 

In general, however, increasing aware- 
ness of the crudity, the inequity, and 
the adverse effects of the tax, coupled 
with growing stability of the German 
economy, has led to greater pressure for 


reform. The various proposals for 
modification of the tax are based upon 
two fundamental assumptions: (1) that 
a sales tax must be the chief source of 
federal revenue, and (2) that a single- 
stage tax is completely impossible, be- 
cause of the high rate which would be 
required to obtain the necessary revenue. 
The second assumption, which is ac- 
cepted by virtually all German writers 
without any critical examination, is 
open to serious doubt. Standards of tax 


3 Further discussion of the integration question is 
to be found in the studies by W. Schubert, Die 
Kumulativwirkung der Deutschen Umsatzsteuer, 
op. cit., and by E. Klosges, Die Steuerlawine 
(Berlin: Duncker & Humblot, 1953). 
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morality and administration are high in 
Germany, and it should be possible to 
operate a high-rate wholesale or manu- 
facturers’ sales tax without serious difh- 
culty. But unfortunately this pos- 
sibility is not even considered. 

Within the range of the problem thus 
posed, most of the attention has been 
given to some form of value-added tax 
(nettoumsatzsteuer), along the lines of 
the French taxe sur la valeur ajoutée 
discussed in a later section, but extended 
to all lines of production and distribu- 
tion rather than to the former field 
alone, as is now the case in France. A 
value-added tax was originally suggested 
by Siemens in 1919 (generally regarded 
as the first proposal in any country for 
this form of levy) in the version in- 
volving direct calculation by each firm 
of the value added by its processing or 
handling of the product. In recent 
years the plan has been revived by 
Zierold-Pritsch * and Schmdlders,® two 
influential tax experts, in the French 
form of allowing deductions for taxes 
paid on materials and other items ac- 
quired for use in producing the product, 
in determining tax liability on the sale 
of the product. Such a tax equalizes 
the tax burden regardless of the degree 
of integration in production and dis- 
tribution systems, producing much the 
same result as a single stage tax on the 
finished product without the need for a 
high rate on any one group of business 
firms. It is, of course, more complicated 
in its application than a single-stage tax, 
but would represent a great improve- 


4See Die Optimal Umsatzsteuer Otto 


Schmidt, 1954). 


(Koln: 


5 Umbau des Steuersystems (Koln: 1953), chap. IV. 

The question of sales tax reform is also discussed 
at length in the study of K. Klein Johann, Die 
Ertragsfahigheit der Umsatzsteuer (Berlin: Duncker 
& Humblot, 1954.) 
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ment over the present turnover tax, by 
eliminating the advantage given to in- 
tegrated firms and avoiding some of the 
worst complications (such as the need 
for use of a lower tax rate on whole- 
salers). 

Unfortunately however, the govern- 
ment, while studying the whole sales tax 
field, has been reluctant to make major 
reforms. The present tax is considered 
to be simpler on the whole than other 
forms, from the standpoints of applica- 
tion and control—a contention, of 
course, disputed by many persons. 
Furthermore, the government has great 
preference for a tax with a very broad 
coverage at a low rate; even with a 
value-added tax, a higher rate would 
be required than the present one. There 
is fear of concentrating the tax more 
heavily on a smaller group of firms, fear 
of experimenting with the tax which 
constitutes the chief revenue source, and 


fear of widespread repercussions in the 
price structure that might be produced 
by tax reform. The argument that the 
“ price system has adjusted to the tax” 
is accepted. But there is hope that the 


pressures from various groups may 
ultimately force the government to re- 
consider the need for major revision, 
and to abandon the notion that since 
the tax was a German invention, (or at 
least, resurrection), has been in opera- 
tion over thirty years, and has been 
copied widely by other countries it is, 
ipso facto, a desirable tax. 

Austria. The Austrian umsatzsteuer 
is an almost exact duplicate of the Ger- 
man tax, with only minor differences 
noted below. Sales taxation in Austria 
dates back to the imposition of a 1 per 
cent turnover tax in 1923 to meet post- 
World-War-I financial difficulties. The 


rate was raised to 2 per cent in 1924, 
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but the tax structure remained basically 
unchanged until the German occupa- 
tion in 1938. This tax differed from 
other turnover taxes in that it was col- 
lected but once on each commodity, 
usually at the manufacturing stage, un- 
der a system known as phasenpauschalie- 
rung—a term which defies translation. 
Thus in a sense the tax resembled a 
manufacturers’ sales tax, but materials 
as well as finished products (steel as well 
as automobiles, for example) were taxed, 
and the rate upon each commodity 
(with a list of about 400) was set in 
terms of the estimated average number 
of transactions through which the com- 
modity passed on the way from pro- 
ducer to final consumer. This form of 
tax was designed to simplify collection 
by reducing the number of taxpayers 
below the figure with a complete turn- 
over tax, and to avoid the integration- 
encouraging effects of the latter form. 
Whatever merits the tax may have had 
from these standpoints, the logic behind 
the establishment of varying rates was 
completely absurd. The variation of 
tax burden on different commodities 
which results with the turnover tax be- 
cause of the different number of trans- 
actions which various goods typically 
pass through is an accidental and ob- 
jectionable result of the use of this form 
of levy, and the carrying over of this 
burden variation into a tax collected at 
a single stage was little short of ridicu- 
lous. The varying rates greatly com- 
plicated the tasks of multi-product 
manufacturers, as well as control prob- 
lems, and the establishment of the rate 
structure involved not only unnecessary 
work, but many arbitrary decisions. 
When Germany occupied Austria in 
1938, it replaced the old tax by a replica 
of its own umsatzsteuer. This new tax 
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was retained by Austria after the end 
of the war, despite some agitation to 
restore the previous system, largely be- 
cause the government preferred collec- 
tion from as large a number of firms 
as possible. The government believed 
that the low rate of the general turn- 
over tax reduced the amount of evasion, 
that there was less danger of loss of tax 
funds through bankruptcy of firms 
with broad-based collection, and that 
the shifting of the tax by business firms 
was less difficult than with the pre-war 
form. 

The present Austrian umsatzsteuer ° 
is imposed on sales at all stages in pro- 
duction and distribution, including sales 
by farmers and retailers, and on the 
rendering of services to customers. Im- 
ports are also taxable, while sales for 
export are tax free. Commodity ex- 
emptions are virtually identical to those 
in Germany, including rental of real 


property, utility services, most trans- 
port (subject to a special tax) and cer- 
tain medical and hospital services. Also, 
as in Germany, imports and wholesale 
sales of designated basic raw materials, 
such as wool, grain, and metals, are 
exempt, so long as no processing is per- 


formed by the seller. The base of the 
tax is the actual selling price, with the 
exception of the sales of small farmers, 
who are taxed on the basis of a multiple 
of the assessed value of their property. 
There is no tax upon the production 
by firms of goods for their own use (ex- 
cept in the textile industry) or internal 
transfers, and the organschaft rule— 
which was barred in Germany—is em- 
ployed, sales between firms subject to 
common control not being taxable. 
The occupation authorities did not in- 

6 The most complete description is to be found in 


the volume by Ernst Fritsch, Umsatzsteuergesetz, 
3rd ed. (Vienna: Manz, 1954). 
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terfere with Austrian use of the rule. 

The basic tax rate is now 5.25 per 
cent, including the so-called stamp tax 
supplement. It was intended to collect 
this portion by means of stamps, but 
this policy was not carried out. A re- 
duced rate of 1.7 per cent applies to 
grain, flour, and bread; milk, dairy 
products, and sugar; and sales by 
farmers. A rate of 1.8 per cent is ap- 
plied to sales by wholesalers when no 
processing is done by them. This low 
rate, plus the exemption of certain 
wholesale sales of basic materials, are 
the only concessions to the integration 
problems created by the tax. The 
Minister of Finance has the power, by 
law, to impose higher rates or to apply 
tax to internal transfers when deemed 
necessary to avoid discrimination, but 
the power has not been used, in part 
because the clause is believed to be un- 
constitutional. 

The umsatzsteuer yields about 30 per 
cent of Federal revenues. It is supple- 
mented by excise taxes on liquor, 
tobacco, petroleum, sugar, salt, and a 
few other items. Indirect taxes as a 
whole, including customs duties, yield 
about half of total Federal revenues. 
These levies are unimportant at the state 
level. 

On the whole, the Austrian umsatz- 
steuer has been the subject of much less 
discussion and complaint than has the 
German tax. The government denies 
that the tax has any effects on integra- 
tion—despite the higher tax rates than 
those in Germany—on the basis of the 
argument that direct selling is not feasi- 
ble for most manufacturers, and that 
the tax is not a significant factor in in- 
fluencing decisions with respect to in- 
tegration within manufacturing. Com- 
plaints against the tax are raised only 
occasionally in business and academic 











306 


circles. Business objections center 
around the magnitude of the rate, and 
business men hope for some over-all re- 
duction. There are also problems with 
respect to the determination of eligi- 
bility of particular sales for the lower 
rate on wholesalers. One of the few 
scudies critical of the tax is that made 
in 1954 by the Institute for Economic 
Research in Vienna, which emphasizes 
the varying burden on consumer ex- 
penditures on various goods, the 
tendency of the tax to check specializa- 
tion by firm because of the advantages 
given to direct selling and integration 
of production activity, and the failure 
to equalize burden on imported and 
domestic goods.’ There is little criticism 
of the tax on the basis of administra- 
tion, although the government is prob- 
ably overoptimistic about the extent to 
which small shopkeepers keep accurate 
sales records. The treatment of farmers 
is by no means entirely satisfactory. In 
general, the philosophy that a heavy 
sales tax, collected under a broad-base 
multiple-stage system, is essential to the 
maintenance of adequate government 
revenues is so widely accepted, from all 
indications, that major reforms in the 
tax appear unlikely. 


The Benelux Countries 


All three of the Benelux countries 
employ multiple-stage sales taxes, which 
have developed independently but have 
been tending toward greater uniformity. 

The Netherlands. Sales taxation, 
traditionally unpopular in the Nether- 
lands because of the imposition of the 


7 See Monatsberichte des Osterreichen Institutes fiir 
Wirtschaftsforschung, “Die Belastung der Leben- 
shaltungskosten mit Indirekten Steuern,” (Vienna: 
May, 1954). According to this study, the final over- 
all tax burden of the sales tax, expressed as a per- 
centage of the retail selling price, ranged as high as 


16 per cent. 
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hated alcavala on the country during 
the days of Spanish rule, dates back to 
the depression of the ’thirties. In 1933 
a single-stage manufacturers’ sales tax, 
similar to the Canadian tax, was estab- 
lished to bolster depression-reduced 
revenues. The tax was applied at a 4 
per cent rate to the sales of finished 
products by the manufacturer, with 
exemptions limited to a few basic food 
products and export transactions. Im- 
ports were taxed at § per cent. Al- 
though regarded as a temporary meas- 
ure, the tax operated satisfactorily. 

With the coming of World War II, 
however, the Netherlands suffered the 
same fate, tax-wise, as Austria; in 1940, 
the German occupation authorities 
forced the replacement of the old tax 
by a 2 per cent multiple-stage sales tax 
modeled after the umsatzsteuer, as a 
part of a general plan of integrating the 
economy of the country with that of 
Germany. When the war ended, the 
Netherlands government retained the 
new form of tax, since return to the 
old single-stage form would have re- 
quired a higher rate than the govern- 
ment wished (for political and other 
reasons) to impose. However, since 
1945, substantial modifications have 
been made in the tax to bring it into 
greater conformity with accepted 
standards of equity and to allow greater 
tax uniformity among the Benelux 
countries. The latest major changes be- 
came effective January 1, 1955. 

Under the present law, the tax 
(omzetbelasting) applies to all sales of 
goods by one business firm to another; ® 
to imports; and to services rendered by 
business firms to customers. Thus, sales 
by merchants to final consumers are not 
taxed. Unlike the German policy, the 


SIncluding sales by manufacturers to final con- 
sumers. 





No. 3} 


tax applies to goods produced by a firm 
for its own use, including, as of 1955, 
certain specified raw materials. Ex- 
emptions are numerous, including many 
basic foods, cattle feed, ships, shoes, 
household fuel, postal and public utility 
service, services of dentists and doctors, 
and the work of subcontractors. 

As of July 1, 1955 the basic rate is 
§ per cent, but the rate structure con- 
tains substantial differentiation. Sales 
by manufacturers to final consumers 
are taxed at 4 per cent, as are most tax- 
able services. Transport and building 
construction are taxed at 3 per cent. 
On the other hand, in an effort to make 
the distribution of tax more progressive, 
a rate of 10 per cent has been applied 
to items classified as semiluxuries, and 
one of 15 per cent to ones classed as 
luxuries. The lists have been lengthy; 


the first category includes such items as 
candy, ice cream, electric washers, dried 


fruits, chinaware, etc.; and the second, 
many electrical appliances, expensive 
furniture, light fixtures, jewelry, 
watches, clocks, certain toys, leather 
goods, automobiles, radios, perfumes, etc. 
As this article goes to press, however, a 
reduction in the 10 per cent rate to 8 
per cent, and a reduction in the list of 
articles subject to both the 8 and 15 per 
cent rates is being enacted by the legisla- 
tive body. At the other extreme, in an 
effort to minimize integrative effects of 
the tax, wholesalers are taxed at a rate 
of only three-quarters of one per cent.” 
The present tax, therefore, differs sub- 
stantially from a complete turnover tax 


9 Prior to January 1, 1955, the rate was 4 per cent 
y pe 


on most manufacturers, 6 per cent on sales by 
manufacturers directly to consumers, 1 per cent on 
sales by wholesalers to retailers, % per cent on sales 
by wholesalers to other wholesalers or manufacturers, 
and 3 per cent on usual retail sales. Services were 
generally taxed at 4 per cent. The new rate schedule 


is obviously much simpler than the old. 


SALES TAXATION 


307 


levied at uniform rates. But there are 
still substantial cascade elements, since 
materials and parts are taxed as well as 
finished goods, and all wholesale trans- 
actions are subject, though at a low rate. 

The sales tax, including the high-rate 
portion on luxury goods, now yields 
almost one fourth of the national tax 
revenue. Excises on _ liquor, beer, 
tobacco, and sugar, plus customs duties 
(one of the most important of which is 
that on petroleum products) bring the 
total yield of indirect taxes to approxi- 
mately half of the total tax revenue. 
Thus direct taxes are relatively more 
important than in many countries. 
Local government revenues are unim- 
portant, most of the expenditures of the 
localities being financed by a share of 
the national income tax. 

The sales tax has been a subject of 
substantial debate in the Netherlands in 
recent years, and which culminated in 
substantial changes in the tax in Janu- 
ary of 1955. One issue has been that of 
the exemption of all retailers from the 
tax. Retailers themselves have sought 
exemption in order to be freed of the 
tasks of application of the tax and the 
keeping of tax records. It was also 
argued that evasion was more severe at 
the retail level than at other stages. 
Partly for these reasons, and partly to 
bring the tax more closely in line with 
the Belgian sales tax under a general 
program designed to attain greater uni- 
formity of indirect taxation among the 
Benelux countries,"® the new legislation 
provided for exemption of retailers. 
The action has been criticized, however, 
by persons who prefer imposition of the 


10 A commission established by the three countries 
to review the question of indirect taxes recommended 
use of the Belgian form of sales tax, primarily be- 
cause Belgium insists that it cannot administer a tax 
on retailers. 
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tax to be as close to the final consumer 
as possible. 

A second issue has been that of the 
effects of the tax in encouraging inte- 
gration. It is generally felt in business 
circles that the tax has done little harm 
to independent wholesalers because of 
the low rate on these firms, but that it 
has had significant effects in encourag- 
ing integration in production processes. 
A great controversy has waged between 
integrated and nonintegrated firms over 
the desirability of extension of the rule 
that firms must pay tax on goods which 
they produce for use within the firm to 
cover materials as well as equipment 
and supplies. The new legislation repre- 
sents a partial victory for the noninte- 
grated firms, since in specified instances, 
though not universally, firms will now 
be required to account for tax on the 
value of materials which they produce 
for their own use. However, the 5 per 
cent rate is currently (August 1955) 
being reduced to 2 per cent on most 
all basic materials. A special rule has 
been established for the textile industry 
in which the tax has caused particular 
difficulties; essentially manufacturers of 
textiles are able to buy all materials tax- 
free, and are then subjected to a high- 
rate tax (which has been 10 per cent 
but is being reduced to 4 in most cases) 
on their finished product. Despite these 
modifications, however, it is doubtful 
if all the integration-encouraging effects 
have been eliminated, and the modifica- 
tions have without doubt greatly com- 
plicated the application of the tax. The 
major problems of tax administration 
center around the diversity of rates and 
the taxation of production for use by 
the firm, apart from those created by 
rate differentiation designed to improve 
distribution of tax burden. 
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There has also been discussion of the 
desirability of the higher rates on luxury 
goods, the producers of these items ob- 
jecting to the fine distinctions made 
between high-rate and _ normal-rate 
goods, and the instability created by the 
shifting of goods from one category to 
another. Business firms also complain 
of the failure to obtain full refund of 
taxes entering into the cost of goods 
sold for export, and the failure in some 
instances to impose a burden on im- 
ported goods comparable to that on 
domestic goods. 

On the whole, the Netherlands ex- 
perience illustrates very well the diff- 
culties which are encountered when an 
attempt is made to bring a cascade type 
of sales tax into conformity with stand- 
ards of equity and economic neutrality 
comparable to those which we generally 
accept. The attempts without question 
have not been wholly satisfactory, and 
have greatly complicated the application 
of the tax. Extensive controversy has 
developed over the exact policies to be 
followed. To the outside observer, it 
would appear that the Netherlands 
would have been far better off to return 
to a single-stage tax comparable to those 
of Canada or Switzerland, since the in- 
equities and integrative effects could 
have been avoided more successfully, 
and the operation of the tax made very 
much simpler. Unfortunately, how- 
ever, the government has been unwilling 
to make the change because of the higher 
tax rate (perhaps a 10 or 12 per cent 
figure at the manufacturing level) 
which would have been required, and 
industry has likewise feared the effects 
of higher rate figures. Change has also 
been hampered by the desire to maintain 
uniformity with Belgium; while greater 
tax uniformity has merit, it is unfortu- 
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nate that in this instance, the rather 
questionable Belgian tax was selected as 
the standard. There is some feeling in 
the Netherlands that on this question of 
tax uniformity, the Netherlands gov- 
ernment has made far more concessions 
than have the Belgians. 

Belgium. Belgium has employed a 
general sales tax since 1921, with a de- 
velopment largely independent of the 
taxes in the neighboring countries. The 
Germans did not interfere with the tax 
during World War II, the tax structure 
being essentially the same today as in 
1927, except for changes in rates and 
increased use of the forfaitaire principle 
described below. The tax is a multiple- 
stage levy in form, with retail sales ex- 
cluded from its scope, but the cascade 
features are restricted by single-stage 
collection on a number of goods, along 
the lines of the prewar Austrian tax. 

The tax, technically known as the 
Taxe de transmission or Overdrachs- 
taxe,' is one of a group of levies desig- 
nated as the Taxes assimilees au timbre, 
because of the use of stamps as a 
primary means of collection. The tax is 
imposed upon the transaction, as such, 
not on the receipts or sales of the busi- 
ness firm, and is payable when the trans- 
action is made, not at the end of a tax 
period. The basic tax applies to all sales 
by manufacturers and wholesalers of 
materials and parts as well as finished 
products, but does not apply to sales by 
retailers. The tax does not apply, as in 
the Netherlands, to production of goods 
by a firm for its own use, with the ex- 
ception of transfers by large stores from 
their wholesale to their retail establish- 
ments. The tax applies to services 

11 A complete explanation is to be found in 


R. Symoens, E. Thiry and C. Ceulemans, Les Taxes 
Assimilees Au Timbres (Brussels: Brylant, 1953). 
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rendered to customers, other than those 
of the professions, and to the renting of 
movable property, transport being sub- 
ject to a special levy. Exemptions are 
limited to basic foodstuffs and to sales 
for export. The tax rate is now 41/2 per 
cent on sales by both manufacturers and 
wholesalers, with a reduced rate on 
ships, planes, and a few other items. 
The basic Belgian tax, as outlined, 
obviously has a much greater potential 
effect on integration than any of the 
taxes previously discussed, since the high 
rate applies to sales by wholesalers, and 
the tax does not apply to goods pro- 
duced by a firm for its own use. To 
meet this problem, the government de- 
vised, in 1926, the forfaitaire system, 
under which, in specified industries, col- 
lection of tax on each sale is replaced by 
a single levy collected but once, usually 
from the manufacturer. The system 
has been gradually extended to cover 
most fields in which independent whole- 
salers are important, until at the present 
time more major commodities are sub- 
ject to it than to the basic system. The 
forfaitaire rate is, for example, 9 per 
cent on many food products, building 
materials, household supplies, etc.; 41/2 
per cent on fuels, iron, steel, fertilizer, 
etc.; 3% per cent on wheat. A variety 
of rates is used on textile products. 
There are, however, unlike the old 
Austrian tax, only relatively few rate 
classes in the system. The rates selected 
are based in only a very rough way upon 
the estimated number of transactions 
through which goods, on the average, 
pass. The forfaitaire system obviously 
reduces discrimination against independ- 
ent wholesalers, but it does not end the 
incentive given to firms to produce 
goods for their own use, since the for- 
faitaire rate as a rule covers only the 
transactions in which no processing is 
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involved. The application of the tax 
is complicated somewhat by the system. 

Perhaps the most unique feature of 
the Belgian tax is the reliance upon 
stamps as a collection device. Invoices 
must be issued on all taxable sales (ex- 
cept ones for small amounts) and on the 
invoices must be placed tax stamps for 
the correct amounts. The stamps are 
perforated, one half being placed upon 
the customer’s copy of the invoice, the 
other upon the seller’s copy. The stamps 
must be purchased in advance. In recent 
years, after a long period of request for 
this technique, larger business firms have 
been authorized to use stamp machines 
which imprint from a tape upon the 
purchaser’s copy of the invoice. The 


tape is purchased in advance from the 
government. Thus the tax is essentially 
paid to the government in advance of 
sales, rather than through the filing of 
tax returns at the end of the period. 


Control of the tax consists of checks by 
government inspectors of invoices of 
business firms, to insure that correct 
amounts of stamps have been attached. 
The check is extended to retailers to in- 
sure that tax has been applied on their 
purchases. 

The sales tax is supplemented by 
several related taxes, also, for the most 
part, collected by means of stamps. 
These include: 

1. A tax of .45 per cent on the value 
of invoices on all transactions not 
directly subject to the sales tax, except 
sales by retailers. Most of the trans- 
actions taxable under this levy are sales 
of exempted commodities, and ones on 
which the sales tax is not collected be- 
cause a forfaitaire rate is applied to 
another transaction in the commodity. 

2. A tax of 41% per cent on the con- 
struction of real property. 
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3. A single-stage luxury. tax, levied 
in lieu of, or in addition to, the sales tax 
on specified goods. A 10 per cent 
luxury tax is levied on the manu- 
facturers of such articles as expensive 
furniture, perfume, phonographs, etc., 
in lieu of the sales tax. On the other 
hand, a 10 per cent retail tax is imposed 
on furs, watches, jewelry, trucks, and 
other items, in addition to the trans- 
missions tax collected on wholesale sales 
of these items, and a 12 per cent rate is 
imposed on automobiles, tires, pleasure 
boats, and a few other commodities. 

4. A special tax, at varying rates, on 
commercial transport. 

The sales tax and related taxes in 
these four groups yield about 30 per 
cent of total national tax revenue. Ex- 
cises, on beer, wine, liquor, sugar, 
tobacco, and petroleum, plus customs 
duties, bring the total share of indirect 
taxes to about 53 per cent of total 
national tax revenue. 

The Belgian tax has created less con- 
troversy than some of the other sales 
taxes, partly because the government 
has tended to modify particular por- 
tions, especially by increasing the use of 
the forfaitaire principle, whenever sub- 
stantial complaints arose. Yet there is 
some criticism of the tax, partly on the 
basis of integrative effects, partly with 
respect to effectiveness of collection. 
The forfaitaire system has reduced the 
injury to nonintegrated firms but has 
not eliminated it. Many small firms 
still complain about the tax disadvan- 
tage at which they are placed. To the 
extent to which the forfaitaire system 
is extended, the tax comes to resemble 
more and more closely a single-stage 
sales tax, without being able to attain all 
the advantages of this form. 

The other chief criticism is against 
the prevalence of evasion. In no other 
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country except Italy were there en- 
countered so many complaints on the 
part of responsible persons about the 
existence of evasion. It was suggested 
by some that fraud alone made the tax 
bearable from the standpoint of the 
nonintegrated firms, which were often 
able to evade the larger sum of tax 
which they were legally liable to pay. 
It is generally conceded that the evasion 
arises largely out of the failure to issue 
invoices on sales, a practise often to the 
advantage, tax-wise, of both buyer and 
seller. The stamp method of collection 
is satisfactory so long as invoices are 
issued and checked to insure that stamps 
are attached, but it breaks down when 
transactions are made without invoices. 
On the whole the stamp technique offers 
very little advantage; it is essentially a 
“ gadget ” likely to do more harm than 
good. 

Despite these limitations, apparently 


little thought has been given to the pos- 
sibility of any major change in the 
Belgian tax, and Belgian insistence on 
the present form has led to its accept- 
ance by the Benelux partners as the 
“standard” for sales taxation in the 
three countries. The tax is considerably 


heavier than that in the other two 
countries, however, and Belgium is re- 
luctant to bring the level into con- 
formity with one suitable to the others. 

Luxembourg. The history of sales 
taxation in Luxembourg closely parallels 
that in Austria. The tax was first levied 
in 1922, based upon the French sales 
tax of that period, in turnover tax form. 
There was little change until the Ger- 
man occupation during World War II, 
when the country was coinpelled to re- 
place the old levy by a new tax almost 
identical to the German umsatzsteuer. 
This tax has been retained since the end 
of the war. 


SALES TAXATION 


311 


The present tax, the Impot sur le 
chiffre d'affaires, is, therefore, a com- 
plete turnover tax, applying to all sales 
of goods at all levels in the production 
and distribution stages, including those 
at retail, but excluding sales by small 
farmers. The rendering of services to 
customers is also subject to tax, as are 
imports. Exemptions are limited, as in 
Germany, to exports (but with no re- 
fund allowed for taxes paid on sales of 
materials used to produce goods for ex- 
port), to utility services, the renting of 
real property, and certain medical ser- 
vices. There is no exemption of food 
products. The tax does not apply to 
goods produced by a firm for its own 
use. 

The basic tax rate is 2 per cent, the 
figure being '% per cent on sales by 
wholesalers when the product has not 
been processed by them, | per cent on 
sales of produce by farmers, and 1 per 
cent on all sales of wheat, flour, and 
bread. A 2'% per cent rate is applied 
to sales by large (and presumably in- 
tegrated) retailers. A 7 per cent luxury 
tax is collected on automobiles on a 
forfaitaire basis, in lieu of sales taxes 
at all stages. The forfaitaire system is 
also used on milk and butter. The tax is 
collected by means of returns rather 
than by stamps. 

The revenue from the sales tax is 
about 15 per cent of the total tax 
revenue. Excises are imposed upon 
liquor, beer, and other products; these, 
together with the customs duties, bring 
the total indirect tax yield to about one 
third of the total tax revenue. The 
share of direct taxes is one of the high- 
est in Europe. 

On the whole, the rates of the 
Luxembourg sales tax are sufficiently 
low that the effects on the economy are 


not likely to be serious. Some en- 
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couragement is given, however, to in- 
tegration of production activity, since 
there is no tax on goods produced by a 
firm for its own use. The government 
receives some complaints from noninte- 
grated firms, but has not yet considered 
them to be of sufficient importance to 
warrant a change in the tax. Certainly 
the revenue of the present tax could be 
obtained more simply and equitably by 
a moderate-rate single stage sales tax. 
But the desire for uniformity with the 
Benelux partners is a serious obstacle to 
reform of this type. 


Italy 


Sales taxation in Italy was also a 
product of the financial problems cre- 
ated by World War I. The original tax 
was imposed in 1919, modified sub- 
stantially in 1930, and almost com- 
pletely remodeled in 1941. Only since 
that time has the tax been a major 
source of revenue. The tax was based 
very largely upon the German umsatz- 
steuer, with some features borrowed 
from Belgium, but subsequent modifica- 
tion has produced a final result sub- 
stantially different from the early form. 

The present tax (imposta generale 
sull’ entrata) isa very broad-based turn- 
over tax, with a complex system of rates 
and considerable use of the forfaitaire 
system.'* The tax is imposed upon all 
receipts from sales of goods, at all stages 
in the production and distribution sys- 
tem (including retailing), upon all 
rendering of services to customers, the 
rental of real and movable property, 
receipts from insurance and the pro- 
vision of credit, and imports. Sales by 
farmers upon the farm, however, are not 


12 The best description in non-Italian sources is to 
be found in the volume issued by the French Min- 
istry of Finance, Statistiques et Ptudes Financiere, 
No. 16 (Paris: Imprimerie Nationale, 1952), pp. 
526-34. 
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taxed. Specific exemption is limited to 
a very few commodities, such as bread, 
milk, newspapers, railway and transit 
service, and to export transactions. 
Production of goods by a firm for its 
own use is not taxable. 

The rate system is highly complex. 
The basic rate is now 3 per cent. Asa 
result of the difficulties involved in tax- 
ing small retailers in a country of low 
standards of tax morality, the rate upon 
retail sales, as well as upon the pro- 
fessions and most other services, is 1 per 
cent. The 1 per cent figure is also ap- 
plied to certain grains and vegetable oils 
of widespread use, and a rate of 2 per 
cent is imposed upon building stone. In 
order to lessen burden on the lower in- 
come groups, most basic food products 
are taxed (at wholesale levels) at 2 
rather than 3 per cent. On the other 
hand, items regarded as luxuries are 
classed into three groups, and taxed at 
higher rates. For example, an 8 per cent 
figure applies to furs and jewelry; a 5 
per cent rate to wines, perfume, art 
works, phonographs, etc.; and a 4 per 
cent tax to meals in luxury restaurants. 

In contrast to the German procedure, 
the full rates apply to sales by whole- 
salers. However, in an effort to lessen 
discrimination against nonintegrated 
firms, in several industries the turnover 
tax application is replaced by single 
collection at one stage, known as una 
tantum collection, a system similar to 
the Belgian forfaitaire procedure. The 
una tantum rates vary, being set in part 
on the basis of a rough estimate of the 
number of stages through which, on the 
average, the commodities pass, and in 
part upon an estimate of the “ neces- 
sity” of the good. For example, the 
rate on meat products is 7 per cent; on 
wines, 6 per cent; on books, 2 per cent; 
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coffee, 12 per cent; fertilizer, 5 per cent; 
many food products 2 per cent or 3 per 
cent; petroleum products, 7.7 per cent; 
coal, 4 per cent; etc. The rates on im- 
ported goods are often higher than those 
on domestic ones. In most cases the 
una tantum rate does not include the 
retail transaction, which is taxed 
separately. Some of the figures are set 
by law; others, by decree. 

Several techniques are used in the ap- 
plication of the tax. On small trans- 
actions, the Belgian stamp system is 
mandatory, the stamps being purchased 
and applied to both copies of the in- 
voice. On larger transactions, the seller 
must make payment of tax into a 
special postal account for each trans- 
action, immediately after the trans- 
action is completed. In other words, the 
seller must make a separate tax payment 
for every taxable sale, instead of paying 
at the end of a tax period. Larger firms, 
however, are permitted to pay weekly, 
but they must report each transaction 
completed and the amount of tax on it. 
The system of requiring payment on 
each transaction, a carryover from the 
stamp system, is of little real value to 
anyone, and a source of a great amount 
of excess work. 

A major exception to the methods of 
payment noted above applies to the 
portion of the tax resting upon retailers, 
artisans, and the professions, which is 
collected under an abonnement or esti- 
mated-tax system. These firms pay tax 
quarterly on a figure of estimated sales 
made for the year by a local tax official, 
prior to February 28. The estimate is 
based upon such factors as number of 
employees, size of the city, etc. There 
is no reconciliation at the end of the 
year with actual sales figures for the 
year (which these firms often do not 
know, anyway). Accordingly, the 
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actual payment is only roughly in ac- 
cord with the appropriate tax liability. 
An abonnement system is also used with 
certain other producers, such as those of 
water and electricity, who pay quarterly 
instead of on each transaction, with a 
reconciliation with actual sales at the 
end of the year. 

The sales tax is the chief single source 
of national tax revenue, yielding about 
one-fourth of the total. Other indirect 
taxes, including excises on _ liquor, 
tobacco, petroleum products, sugar, 
coffee, thread, gas and electricity, ad- 
missions, transport, and other items, and 
the state monopolies, especially that on 
tobacco, are highly productive also. In- 
direct taxes plus the monopoly profits 
yield about 80 per cent of national tax 
revenues. The reliance on this form of 
taxation is compounded by extensive use 
of excises, often on commodities of wide 
usage, by the cities. These local taxes 
not only increase the over-all regressive- 
ness of the tax system, but are a great 
source of nuisance to business firms and 
a restriction to the free flow of com- 
merce. 

On the whole, the Italian sales tax is 
a masterpiece of chaos from the stand- 
point of structure. It is safe to gener- 
alize that no country could administer 
such a complicated tax effectively, and 
Italy is not famous for high standards of 
tax morality and administration. The 
complexity is due to several factors, the 
use of the una tantum system, and the 
high degree of rate variation, designed 
to improve burden distribution and 
avoid integrative effects, being primarily 
responsible. The result is a tax very 
difficult for business firms to apply cor- 
rectly, and impossible of satisfactory 
control by the government. One result 
is an increase in deliberate evasion; it is 
reported that some small firms, unable 
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to determine their correct tax liability, 
simply pay nothing at all, in the hope 
that they will not be caught, and fear- 
ing that if they do pay something, the 
sum will be found to be incorrect and 
large penalties will be applied. The 
abonnement system for retailers, utilized 
because of the difficulty of ascertaining 
sales of small retailers, is inequitable, and 
paves the way for outright bribery. 

Apart from the complexity, other 
factors likewise have facilitated evasion. 
The whole tradition of tax paying in 
Italy is, apparently, one of escaping as 
much tax as is possible. The notion that 
inspectors will inevitably increase the 
tax assessment even if it is initially cor- 
rect encourages firms to understate lia- 
bility. Limited education and low in- 
comes of many operators of small 
businesses encourage tax evasion. In no 
other country visited does there exist 
such a widespread belief that tax evasion 
is occurring on a significant scale. It is 
true, however, that efforts have been 
made in recent years to tighten the ad- 
ministration, and extensive use is now 
being made of IBM equipment for tabu- 
lation and correlation of reported 
taxes,'® 

From the standpoint of economic 
effects, the chief criticism of the tax is 
the advantage which it gives to inte- 
grated firms. The una tantum system 
covers only some of the extreme cases; 
in other industries the discrimination 
against independent wholesalers is sub- 
stantial, since the full tax rate applies to 
their sales. Great incentive is given to 
firms to produce goods for their own 


13 Since taxpayers must report all individual trans- 
actions, the data collected is useful in developing 
national input-output tables, and some attempt is 
being made to do this. The lumping together of 
sales by manufacturers and wholesalers at present 
lessens the usefulness of the data for this purpose, 
but it is hoped to correct this deficiency. 
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use, rather than purchase them. The 
industrial association (Confederazione 
Generale dell’ Industria Italiana) is 
highly critical of the tax on the basis of 
its integrative effects. Although little 
empirical data on these effects have been 
collected, and only one scientific study 
has been made,'* complaints are numer- 
ous. It is reported, for example, that 
subcontracting is virtually impossible in 
Italy because of the effects of the sales 
tax, and this form of small business is 
therefore restricted. Another example 
is that of a large government-owned in- 
dustrial enterprise whose management 
found that a planned program of de- 
centralizing the enterprise into several 
separate entities was uneconomical be- 
cause of the great increase in tax which 
would result. Italy does not utilize the 
organschaft rule. 

A further criticism is the usual one 
against turnover taxes, that the burden 
of tax, relative to final retail price, 
varies widely, according to the number 
of stages through which the commodity 
passes, with consequent discrimination 
against various consumers on the basis 
of the nature of their preferences. 
Closely related is the complaint by 
business firms that they cannot obtain 
full refund of all sales taxes entering 
into the cost of goods exported, because 
of the wide variation in amounts on 
different goods. The major reform 
made in the tax in recent years has been 
a change in the procedure for allowing 
refund of taxes on exports; under the 
present system, all commodities are 


14 This study of the textile industry was made 
in 1940, and some influences of the tax on inte- 
gration were discovered, but less than might be 
expected. The study was conducted by Professor 
Ezio Vanoni, and published in ‘ Chiose Alle Nuovo 
Imposte sul Patrimonio e sulla Entrata,” Rivista di 
Diritto Finanziario e Scienza delle Finanze, Vol. 
XVIII (March 1940), pp. 22-42. 
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grouped into four classes on the basis of 
an estimate of the amount of sales tax 
entering into their costs, with the re- 
fund determined as a uniform percent- 
age of export price for all commodities 
within each group. 

These defects of the tax are widely 
recognized in Italy. Some groups, es- 
pecially the industrial association, have 
been urging the government to study 
the feasibility of a single-stage tax as 
a means of eliminating the complexity, 
the integrative effects, and the evasion. 
But the government will not even con- 
sider such a levy, dismissing it as ‘‘ im- 
possible in terms of the circumstances.” 
As is typical in countries using turnover 
taxes, the government much prefers the 
collection of the tax at a low rate from 
a very broad range of taxpayers to the 
use of a higher rate on a smaller number, 
despite all of the difficulties created by 
the former type. At present, the gov- 
ernment is inclined to discount the com- 
plaints against the integrative effects, 
and has been attempting to tighten up 
on enforcement. Some overhaul of the 
tax is under consideration, but only 
within the framework of the present 
structure. But many students of the 
Italian tax doubt that much improve- 
ment can be obtained without more 
drastic steps. 


The French Value-Added Tax 


During the past two years France, by 
replacing its production tax by a tax on 
value added, has carried through one of 
the most important sales tax reforms in 
Europe. This is the first instance in 
which this form of taxation has actually 
been employed. 

A general sales tax was first intro- 
duced in France in 1920, to meet press- 
ing revenue needs resulting from World 
War I in a situation in which substantial 
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revenues from income taxation were 
difficult to obtain.’® This first tax took 
the turnover form, applying at a 2 per 
cent rate to all sales, including those at 
retail. The tax was unpopular, especi- 
ally because of evasion, complications in 
operation, and discrimination against 
nonintegrated firms, but revenue needs 
forced continuation of its use. Between 
1925 and 1936, however, in order to 
meet the integration problem, the gov- 
ernment replaced the cascade levy by a 
taxe unique (the Belgian forfaitaire sys- 
tem) on a number of commodities. The 
complications created by the application 
of these special levies at different rates 
led to the replacement, in 1936, of the 
entire turnover tax by a single-stage tax 
on production, or manufacturers’ sales 
tax, at a 6 per cent rate. Materials and 
parts were tax free. This levy, the ¢axe 
a la production, remained in operation 
until succeded by the value-added tax 
in 1954. In 1948, however, a major 
change was made in the technique of 
application which paved the way for the 
value-added tax; the exemption of parts 
and materials was eliminated, but each 
manufacturer was allowed to deduct tax 
paid on materials and parts purchased 
when calculating tax liability on his 
sales. The production tax was far 
superior to the turnover tax which it 
replaced. 

Unfortunately, however, the escape 
from turnover taxation was short-lived. 
World War II revenue needs brought 
the re-establishment, in 1939, of this 
form of tax under the name of the taxe 
sur les transactions, imposed upon sales 
at all production and distribution stages, 


15 The 1920 levy was preceded by an unsuccessful 
.2 per cent tax on receipts of retailers, levied in 1917. 

The early history of sales taxation in France is 
described in the exhaustive volume by Carl Shoup, 
The Sales Tax in France (New York: 
University Press, 1930). 


Columbia 





316 


at a 1 per cent rate. Pressing needs of 
local governments led to the establish- 
ment in 1942 of a supplemental turn- 
over tax on all sales other than those by 
manufacturers, the revenues going to 
the localities. These two taxes, which 
still remain in operation, have all the 
disadvantages of the 1920 sales tax. 
They will be discussed below, following 
the description of reforms in the pro- 
duction tax. 

While the production tax was superior 
to the levy which it replaced, certain 
features came to be regarded as unsatis- 
factory. The heavy rate (15.35 per 
cent on the selling price including the 
tax element itself, or about 18 per cent 
in terms of our methods of quoting tax 
rates) placed a substantial burden on 
the purchase of machinery (which was 
fully taxable), and was charged with 
checking the modernization of French 
industry. The exemption of the sales of 


small artisan shops gave these firms a 
great advantage over larger firms using 


modern techniques, and encouraged 
splitting of businesses into segments in 
order to gain advantage of the exemp- 
tion. Some administrative problems 
arose in establishing the line between 
taxes paid on materials and consum- 
ables," which were deductible, and those 
paid on machinery and equipment, 
which were not. The application of the 
tax to goods produced by a firm for its 
own use created some _ difficulties. 
Finally, the supplementary tax on the 
rendering of services (5.8 per cent) re- 
sulted in cascade reactions, since no de- 
duction of this tax against the produc- 
tion tax (or vice versa) was permitted. 

As a result of these criticisms, and 
particularly in an effort to aid invest- 


16In the case of certain items destroyed quickly 
in production, but not in one production process, half 
of the tax paid on them was deductible. 
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ment and modernization of French in- 
dustry, the production tax was replaced, 
in 1954, by the taxe sur la valeur ajoutée 
(tax on value added), or TVA, as it is 
generally called.’ The basic change 
was the authorization under the new law 
of the deduction of taxes paid on 
machinery and equipment purchased, in 
determining tax liability on sales, as well 
as the deduction of tax on materials, as 
previously allowed. The net effect is 
much the same as that of the exemption 
of machinery under the Canadian 
manufacturers’ sales tax in 1945, but is 
more far-reaching than the Canadian 
change. 

As the TVA now operates, a basic 
rate of 19.5 per cent (or, in terms of 
our method of rate quotation, about 24 
per cent) is applied to the sales (and 
importation) of all manufactured prod- 
ucts, including materials, and including 
the work of building contractors. The 
tax does not apply to sales by nonmanu- 
facturing firms, by farmers, or by small 
handicraft or artisan producers, as de- 
fined. Exemptions include the sale of 
petroleum, wine, and meat, which are 
subject to special taxes, and to a limited 
number of items completely exempt, in- 
cluding bread, grains, dairy products, 
fish, newspapers, and animal food. Ex- 
port transactions are not taxed, and re- 
fund (in an indirect fashion, since direct 
tax refunds are not ordinarily allowed 
under French tax law) is provided for 


17 The chief advocate of the new tax was Maurice 
Lauré; see his study, La Taxe sur la Valeur Ajoutée 
(Paris: Recueil Sirey, 1952). One of the best de- 
scriptions of the new tax is to be found in the pub- 
lication of the Association Nationale des Sociétés Par 
Actions, La Reforme des Taxes sur le Chiffre 
d’Affaires (Paris, 1954). 

The Shoup Mission to Japan recommended the use 
of a value-added tax by that country, but the pro- 
posal never became effective. See M. Bronfenbrenner, 
“The Japanese Value-Added Tax,” National Tax 
Journal, Vol. 111 (December 1950), pp. 298-313. 
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tax entering into the cost of goods ex- 
ported. The tax applies to the actual 
selling price with a standard discount 
allowed when the sales are made by 
manufacturers to final consumers. A 
reduced tax rate of 7.5 per cent applies 
to a selected list of commodities, includ- 
ing coal, lumber, fertilizer, gas and 
electricity, sulphur, and certain pro- 
cessed food products. 

From the tax liability thus calculated, 
the firm is permitted to deduct the 
amount of tax which has been paid dur- 
ing the period '* on all goods purchased 
for use in production, including ma- 
chinery, except that on motor vehicles, 
furniture, and construction of non- 
factory buildings. Special rules apply 
to exempted products used as materials, 
and to farm machinery, which is es- 
sentially exempted since the farmer can- 
not gain advantage of tax deduction on 
his sales which are not taxable. Because 
of the deduction feature, the tax applies 
to the value added by manufacture by 
each firm, the difference between selling 
price and price paid for produced goods 
purchased,’® and thus gives roughly the 
same over-all distribution of burden 
(assuming complete forward shifting) 
as a manufacturers’ sales tax applying 
only to finished consumer goods. 

The TVA is supplemented by a tax 
of 5.8 per cent on many types of services 
rendered by business firms, including 
repair, fabrication, rentals, transport, 


18 The seller of goods must, therefore, invoice the 
tax separately, so that the purchasing firm will know 
the amount of tax to deduct. 


19 Including the entire sum paid during the period 
for capital equipment. An alternative form of value 
added tax, proposed by some German writers, would 
allow deduction of the tax element on capital equip- 
ment on the basis of depreciation of the equipment 
allocated to the tax period. This basis, although per- 
haps more logical, would be less effective in stimu- 
lating investment. 
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restaurant service, etc. As of July 
1, 1955, the deduction rule was ex- 
tended to this tax. Amounts of service 
tax borne by a producer are deductible 
in calculating TVA liability, and service 
tax borne by a firm on services rendered 
to it is deductible in determining its own 
service tax liability. TVA is not de- 
ductible against service tax liability. 
Service tax does not apply to services 
rendered by a firm to itself (for ex- 
ample, transport of goods in the firm’s 
own trucks), as does the TVA. 

The shift to the TVA has been made 
without undue disturbance. Some of 
the administrative problems of the old 
tax, especially those involved in deline- 
ating deductible and nondeductible tax 
items, have been eliminated, but some 
new ones have been created. Much of 
the difficulty arises out of the exclusion 
from the tax (and the deduction 
privilege) of certain industries, such as 
petroleum; the restrictions on deduction 
of tax on motor vehicles, furniture, and 
buildings; the treatment of contractors;- 
and the special rules required for 
processed foods utilizing exempt materi- 
als. If the tax applied universally, with- 
out exceptions, virtually all the present 
difficulties would be eliminated. Like- 
wise the fact that the tax does not apply 
to distribution fields (except in limited 
cases in which wholesalers have volun- 
tarily become subject to tax) creates a 
borderline between production and dis- 
tribution that creates some questions. 
The continued exemption of artisans, 
a matter of political necessity, preserves 
an old inequity. 

Occasional criticism is heard to the 
effect that the small firm, using rela- 
tively little machinery, is injured rela- 
tive to the larger firm. This complaint 
has virtually no merit; while the capital- 
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using firm may pay less tax itself, per 
dollar of sales, than its small competitor, 
the sum of the tax which it pays and 
that shifted to it by its suppliers is not 
necessarily less. It can be argued more 
logically that the old tax discriminated 
against the machine-using firms; the 
new form merely eliminates this in- 
justice. On the whole the new tax has 
very important merits over the old form, 
and should aid in the expansion of 
French industry. The French industrial 
association, Conseil Nationale du Patro- 
nat Francais, is wholeheartely in support 
of the new levy. The primary justifiable 
criticism is that the principle has not 
been carried far enough, rather than the 
fact that it has been introduced; were 
the TVA principle made universal in the 
sales tax system, virtually all complica- 
tions now due to the exceptions would 
vanish, and the merits of this form of 
tax would be fully realized. 

The basic tax reform legislation of 
April, 1954, contemplated reform in the 
remainder of the sales tax system: the 
transactions tax and the local (but state- 
administered) sales tax. This final step 
in reform was not made until July 1, 
1955, and as this article goes to press 
detailed information on the change is 
not available. The situation prior to 
July 1, 1955, will be described, and the 
nature of the reform outlined briefly. 

The tranasctions tax (taxe sur les 
transactions) remained almost  un- 
changed from 1939 to 1955. It had 
a complete cascade form, striking each 
transaction at all production and dis- 
tribution stages, including retailing, and 
the rendering of most services to cus- 
tomers by business firms. Artisans were 
subject to the tax, but farmers were not. 
The tax did not apply on the produc- 
tion of goods by a firm for its own use. 
The rate of tax was 1 per cent, with a 
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higher figure of 1.8 per cent on retail 
sales by manufacturers and wholesalers 
when such business was extensive. 
Commodity exemptions were limited 
to basic food products. 

The local sales tax (taxe locale sur le 
chiffre d’affaires) was almost identical to 
the transaction tax, except that it did 
not apply to sales by manufacturers. The 
minimum rate was 1.5 per cent, but the 
figure could be, and usually was, raised 
by the local municipal council to 1.75 
per cent. A rate of 2.7 per cent ap- 
plied to retail sales by wholesale firms, 
in certain instances. While this tax 
supplied revenue only for the local gov- 
ernments, it was universal throughout 
France, and is collected by the Ministry 
of Finance. 

The combined transactions and local 
sales taxes, therefore, placed a burden of 
2.75 per cent (in most areas) on all 
wholesale and retail transactions, and a 
1 per cent burden (in addition to that 
imposed by the TVA) on manu- 
facturers. Complaints against the inte- 
gration-encouraging effects of these 
taxes were widespread. At the produc- 
tion level, the 1 per cent burden prob- 
ably could not exert any great influence 
for additional integration of production 
processes, but may have had some effect. 
On the other hand, at the distribution 
level, the 2.75 per cent figure was sufh- 
cient to have a definite injurious effect 
on independent wholesalers, the higher 
rate system on certain direct sales being 
admittedly inadequate to prevent this 
injury. The local taxes complicated 
the tasks of determining tax liability 
because of the need for “ localizing ” 
tax payments. Without doubt these 
taxes, which apply to small shops, 
artisans, etc., were more difficult to con- 
trol than the TVA. 


The need for reform of the trans- 
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actions and local taxes has long been 
recognized, and several alternative plans 
were debated over the last five years. 
One alternative would have extended 
the TVA itself with a uniform rate, to 
distribution as well as production fields. 
This would have greatly simplified the 
system, but would have resulted in 
the imposition of relatively high rates 
and the collection of a substantial 
amount of the total revenue at the retail 
level, at which administration is particu- 
larly difficult. The merchants themselves 
strongly opposed any such proposal. A 
second plan would have extended the 
TVA to wholesale levels, with a separate 
tax on retailers only; under one version 
the retail tax would become the sole 
local tax, with a rate somewhat higher 
than the present local tax. This plan, 
which would also shift more of the total 
burden on to firms in distribution stages, 
was opposed by some persons on adminis- 


trative grounds. A third proposal would 
extend the TVA principle, but not the 


TVA itself, to distribution stages. 
Wholesalers and retailers would be sub- 
ject to a lower-rate tax than the TVA, 
the merchants being able to subtract the 
amount of this tax (but not that of 
TVA) on their purchases in determin- 
ing tax liability on their sales. 

The reform finally decided upon, and 
made effective July 1, 1955, involved 
simply the raising of the rate of the 
TVA to 19.5 per cent, the complete 
abandonment of the transactions tax, 
and placing of the local tax at the retail 
level. By this means the cascade features 
have been wiped out almost completely. 

From the standpoint of yield, the 
TVA is by far the most important tax, 
yielding about 35 per cent of national 
government revenues. The transactions 
tax, by contrast, has yielded only about 
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9 per cent. Excises, confined to beer and 
liquor, are of minor importance, but the 
profits of the tobacco monopoly—es- 
sentially an excise—are substantial, as is 
the tax on petroleum. Including cus- 
toms duties, the indirect taxes provide 
about two thirds of the national tax 
revenue. The local sales taxes, omitted 
from the total figures, yield a sum which 
is equal to about 6 per cent of the figure 
of total national tax revenues. Despite 
reforms, direct taxes are still a minority 
element in the French tax structure. 


Conclusions 


European sales taxation, in its modern 
form, is a product of the financial dis- 
turbances arising out of two world wars 
and the depression of the ’thirties; none 
of the present sales taxes date back be- 
fore World War I, and the majority of 
them were introduced in the period of 
financial difficulties arising from that 
war. World War II tended to 
strengthen their use. The present taxes 
are summarized in Table II. 

One of the most obvious features is 
the prevalence of the multiple-stage or 
cascade form of sales tax, most of the 
levies of this type having been copied 
from the German umsatzsteuer, and, in 
most cases, subsequently modified. Ger- 
man occupation of other countries dur- 
ing World War II spread the cascade 
form of tax still farther. 

The evils of the effects of such a form 
of tax, particularly the discrimination 
against nonintegrated firms, have been 
widely recognized, and all countries 
have modified their taxes to a greater or 
lesser degree in order to meet the ob- 
jections to the cascade feature. But a 
basic dilemma is the 
greater the taxes are refined to minimize 
the integrative effects, the more complex 


encountered: 
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becomes their operation. But the gov- 
ernments are reluctant to abandon them 
for a simpler and more equitable type of 
sales tax because of the fondness, politi- 
cal and otherwise, for applying a low 
rate on a very broad base—the only ad- 
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Australian sales taxes, and the American 
state retail sales taxes demonstrate very 
clearly that substantial amounts of rev- 
enue can be collected through imposition 
at a single stage and that such taxes can 
be administered effectively, even with 


TABLE II 
Tue Sates Taxes or Western Europe, Jury 1, 1955 


Country 


Single Stage Taxes: 
Finland 
Norway 
Switzerland 


Great Britain | 


Multiple Stage Taxes: 


Nature of Tax 


Manufacturers’ Sales Tax, 20%. 
Retail Sales Tax, 10%. 
Wholesale Sales Tax, 6%. 


{ Wholesale Sales (called “ Purchase”) Tax, on specified commodi- 
ties at high, differentiated rates, 75, 50, & 25%. 


Germany 


Austria 


Belgium 


Luxembourg 


Italy 


Value Added Tax: 
France 

Excise Systems only: 
Sweden 


Denmark 


Portugal 


Spain 


{ Turnover tax at all stages, basic 4% rate, with 1% on wholesalers, 
| and other differentiation. 

{ Turnover tax at all stages, basic 5.25% rate, with 1.8% on whole- 
| salers, and other differentiation. 


{ Turnover tax, excluding retailing. 5% on manufacturers, %% on 
| wholesalers, other differentiation. 


{ Turnover tax, excluding retailing. 4%2% on manufacturers and 
| wholesalers; extensive use of single-stage collection. 


Turnover tax on all stages, 2% basic rate; 442% on wholesalers. 


Turnover tax on all stages. 3% on manufacturers and wholesalers, 
1% on retailers, with numerous variations from these rates; 
some single-stage collection. 


Tax on value-added at manufacturing level, 19.5%. 


{ Sales tax used 1940-48. Now some luxury excises, plus traditional 
ones.* 


Many luxury excises, plus traditional ones. 
Traditional excises only. 
Traditional excises only, plus stamp tax. 
{ Extensive use of luxury and non-luxury excises, approaching a 
sales tax in scope. 


* Traditional excises include ones on liquor, tobacco, petroleum, and in some cases sugar. 


All of the countries employing sales taxes also levy excise taxes, but of widely varying scope. 


vantage of the multiple-stage cascade 


form of tax. 


high rates. It is true, of course, that 
standards of tax morality and tax ad- 


The simplest and most equitable sales 
taxes, and those producing the fewest 
complaints and economic disturbances, 
are the single-stage taxes of Switzerland 
and the Scandinavian countries. The 
success of these taxes, the Canadian and 


ministration in southern Europe would 
render a high-rate retail tax, such as that 
of Norway, difficult to operate. But this 
objection is of much less weight with 
respect to manufacturers’ or wholesale 
sales taxes. 
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If, however, a government regards 
multiple-stage collection as essential, two 
general solutions, one much more far 
reaching than the other, are available. 
The first is the French value-added tax; 
if the value-added principle were ex- 
tended throughout production and dis- 
tribution channels, a large revenue could 
be obtained at a moderate rate and with 
a very broad base, without the inequities, 
complexities, and undesirable effects of 
the umsatzsteuer type of tax. The net 
result, from the standpoint of burden, 
would approximate that of a single stage 
retail tax, if shifting of the tax is com- 
plete. Unfortunately, in France, the 
exceptions made to the tax prevent 
that country from fully realizing the 
advantages of it. The second, and 


simpler, alternative, is the use of a two- 
stage tax, as in Finland prior to 1950; if 
the tax is imposed upon manufacturers’ 
sales, and upon retail sales (with a com- 


bined rate if a manufacturer sells at 
retail), and only upon these, the evils 
of the cascade taxes can be avoided, yet 
the necessary height of the rate can be 
cut sharply. 

British experience with the purchase 
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tax suggests that a very high rate, 
selective-sales tax may prove to be an 
effective anti-inflationary weapon in 
periods of all-out war; but it also 
demonstrates the difficulties of attempt- 
ing to use high-rate taxes on a limited 
base as a permanent peacetime revenue 
measure. 

Finally, perhaps the most significant 
conclusion to be reached from the study 
for American and Canadian tax practice 
is the great importance of avoiding any 
use of multiple-stage sales taxes; the 
adoption of this form by Germany and 
the copying of it by other countries 
directed the whole course of European 
sales taxation down an_ unnecessarily 
difficult path, and one which is hard 
to escape from, politically, once it 
is taken. Canada barely escaped the 
same fate, abandoning the turnover 
form before it became imbedded in the 
tax structure. The success of Switzer- 
land with its wholesale form of sales tax 
suggests that this type warrants more 
attention in the United States than it 
has received, should the issue of a 
Federal sales tax become a significant 
one again. 
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Papers and Proceedings of the Conference 
on Agricultural Taxation and Economic 
Development. Weld under the auspices 
of The International Program in Taxa- 
tion, Law School of Harvard University, 
January 28-February 3, 1954. Edited by 
HaskeLt P. Wap in association with 
JoserH N. Froomkin. Cambridge, 
Massachusetts: Harvard University Print- 
Office, 1954. Pp. 439. 


This volume of papers and proceedings 
contains a brief summary of discussions by 
§2 participants at the conference; outlines 
of research possibilities in four fields of agri- 
cultural taxation drawn up by working 
groups formed during the conference; and 
sixteen working papers prepared for the 
conference by a number of experts. 

The “summary of discussion” does not 
call for detailed criticism; like almost all 
such summaries, it is not very informative, 
and it may be misleading here and there, 
since it reproduces assertions by one or an- 
other unnamed participant without giving 
the reader an opportunity to judge the ac- 
companying tone or logic. Some interesting 
examples drawn from particular areas illus- 
trate possibilities that are themselves fairly 
familiar to public finance scholars, but 
much of the summary consists of “ yes-and- 
no” conclusions, or entirely acceptable gen- 
eralizations. For example: “In the long 
run, the direction of tax policy should aim 
at promoting stable and uninterrupted eco- 
nomic growth, greater equity, more efficient 
administration, and tax morality.” Perhaps 
the only way large panel discussions like this 
one can be reproduced satisfactorily in print 
is by literal, if selective, transcription, with 
no after-thoughts permitted. 

The 25 pages of the outline for possible 
research are much better organized, and that 
of Working Group III, relating to land ten- 
ure, is especially interesting to those tax 
scholars who, like this reviewer, are not well 
acquainted with such problems. The out- 
lines are too brief to do more than suggest 
research topics (many of them familiar, 
naturally), without enabling appraisal of 


their chances of success. Searchers after 
topics for masters’ essays and doctoral dis- 
sertations, if they can get financing for 
study abroad, might do well to comb this 
list. Many of the problems, however, can 
be attacked only by teams of research 
workers. 

The bulk of the volume, consisting of the 
working papers, includes two articles on fis- 
cal problems of underdeveloped countries, 
five on some general problems of agricul- 
tural taxation in such areas, and a series of 
nine studies of the way in which agriculture 
is taxed in particular countries, (Mexico, 
Peru, Chile, Tunisia, India, Pakistan, China, 
and Korea). 

The first seven of these papers, although 
they are drawn up in terms of problems 
rather than areas, contain many interesting 
examples of current or recent practice in a 
number of underdeveloped countries; par- 
ticularly the papers by the Fiscal Division 
of the United Nations dealing with Asian 
countries, and Walter Heller’s survey of 
agricultural taxation, generally, and the use 
made in some countries of agricultural tax 
measures for incentive effects. Heller’s 
paper is marked by a breadth of approach 
that renders it particularly valuable. For 
example, he includes a description of quasi- 
tax and regulatory measures, without an 
understanding of which the place of taxa- 
tion in the agricultural sector cannot be ap- 
preciated; also he presents much useful 
background material on the relative role of 
agriculture in various countries. The prob- 
lems of land tenure reform detailed by 
Philip M. Raup should furnish much ma- 
terial for seminar discussions in agricultural 
taxation; they make available to the public 
finance scholar many concepts and issues of 
which he might otherwise be unaware. Pro- 
ponents of inflation as an alternative to tax- 
ation will want to read the concluding sec- 
tions of Gustav F. Papanek’s essay for a 
thoughtful contribution to this question. 

The main disadvantage in these papers, 
from the reader’s point of view, is a con- 
siderable duplication of material, especially 
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of specific examples, and a general tendency 
to emphasize the obvious and to be unduly 
wordy. But a tighter editing job probably 
was not justified, considering that these 
were, after all, working papers for a con- 
ference. The reader must approach them in 
a sort of “‘ conference” frame of mind. 
From the point of view of those who did 
not take part in the conference, it is the 
last group of papers that may be the most 
rewarding, for they supply much informa- 
tion not hitherto available in enough detail 
to allow the reader to set up his own hy- 
potheses and follow his own conjectures 
along many different paths. These nine 
papers are closely written, well organized 
descriptions of land tenure, cultivation, and 
taxation techniques in underdeveloped coun- 
tries around the world. The Fiscal Division 
of the United Nations, Aron J. Aizenstat, 
and Anwar Iqbal Qureshi contribute two 
papers apiece; the others are by Phiroze 
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Irani, Joseph N. Froomkin, and Haskell P. 
Wald. The types of agricultural land ten- 
ure in Tunisia, for instance, described by 
Mr. Qureshi, and the accompanying system 
of land taxation, make fascinating reading 
for the American scholar. 

In summary, the papers and proceedings 
exhibit the strengths and weaknesses that 
might be anticipated in the attempt to 
open up on a grand scale consideration of a 
hitherto neglected topic. Its informative 
function is well discharged; the analytical 
content serves to remind us, rather than 
breaking new ground; the suggestions for 
research are admittedly that, not blueprints 
for projects. Will the logical next step be 
possible: intensive research on the ground, 
free of a requirement to submit a specific, 
reform program by a given date? 


Car S. SHoup 
Columbia University 
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